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EDITORIAL 


It is with a sense of heavy loss that we 
Lewis Gilbert Fisher record the death of Lewis Gilbert Fisher. 
He died quite suddenly on March 5th 
at his home, which had been his birthplace sixty-eight years before, 
at Barrington near the city of Providence, Rhode Island. He 
had been in apparently good health to the very moment when he 
was stricken down by angina pectoris, and his passing was what 
he had wished it tobe. The funeral services in the little Episcopal 
church in his native town were attended by most of the people 
in the community and by many representatives of accountancy 
from other states. Mr. Fisher was an outstanding member of 
his profession in Rhode Island and one of the eminent accountants 
of national reputation. Before the beginning of the American 
Institute of Accountants he was active and forward-looking and 
he played a very important part in accomplishing the success of 
the Institute. He was at various times a vice-president, member 
of the executive committee, chairman of the committee on state 
legislation. His tenure of office as a member of council was in- 
terrupted only by the year when he was vice-president. He was 
always present at annual and other meetings which it was pos- 
sible for him to attend. Beyond these things he was ever a loyal 
advocate of high professional ethics and he practised what he 
preached. Most of all, however, he will be remembered as a 
staunch friend, an upright citizen, and a comrade altogether 
lovable. No one will fill his place in the affections of a multitude 
of friends. We shall miss him sorely. 


241 











The Journal of Accountancy 








The question of the treatment of stock 
dividends by the recipient continues to 
excite a great deal of discussion and it is 
evident that there is a sufficient amount of difference of opinion 
to keep the question alive for some time to come. In the Feb- 
ruary issue of THE JOURNAL OF ACCOUNTANCY we commented at 
some length upon the general question and expressed the opinion 
that, in brief, a dividend in stock is not income while it remains 
stock. Naturally, it was expected that such a statement would 
evoke adverse comment. It is gratifying to find that it met with 
much approval, but it has never been the policy of this magazine 
to publish letters which praise what the magazine has contained. 
It does not seem quite the part of modesty or decorum to re- 
produce encomia. In the present instance, at any rate, we prefer 
to omit any commendation which has been received and to pub- 
lish instead an adverse criticism. In selecting the letter which 
follows, we do so with mixed feelings, for the writer is one who 
was formerly chairman of the Institute’s committee on publication 
and, therefore, had much to do with the editorial policy of the 
magazine. Furthermore, he is vice-president of one of the great 
companies which have followed the principle of making all dis- 
tributions in the form of stock. We differ radically from some 
of the opinions which the letter contains, but respect profoundly 
the writer. The letter is long but well worth reading verbatim. 


Stock Dividends 
and Income 


THe NorTH AMERICAN COMPANY 
60 Broadway, New York 
February 8, 1930. 
Editor, The Journal of Accountancy, 
DEAR SIR: 

I have read the very interesting comments with regard to stock 
dividends which appeared in the editorials for February, 1930, 
and since you again refer to The North American Company as 
one of the conspicuous examples of companies making periodical 
distributions to stockholders in the form of stock dividends, I 
feel that I am, in a measure, privileged again to speak upon the 
subject. In doing this, may I take the liberty of referring, in 
some measure as to a text, to the last sentence but one of your 
editorials, which says, “It (accountancy) can no longer be 
restricted by the old boundaries of debit and credit.” 

Mr. Stagg’s letter, from which you quote, refers very suc- 
cinctly to the distinction which should be made between stock 
dividends of a periodical character and special stock dividends. 
He points out further that the leading tax case, upon which so 
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much of the argument regarding stock dividends rests, dealt with 
a case involving a 50 per cent. stock dividend. I take it that Mr. 
Stagg’s argument is that such a decision is not necessarily control- 
ling in considering a periodical stock dividend and in this I am 
thoroughly in accord with him, as indeed I am with his entire letter. 

I am not, however, equally in accord with some of the comments 
made in your editorials, or with the deductions which I think may 
reasonably be drawn from them, and, if I may be permitted to do 
so, I should like to take exception to them. 

You say that even in circumstances wherein the distribution of 
a stock dividend does not flatten the price of the stock and the 
new shares have an immediate value in and of themselves without 
taking anything from the value of the older shares, you can not 
bring yourself to believe that a stock dividend is really income 
until it has been converted into cash. Is there not an incon- 
sistency in this attitude? If a stock dividend is not income when 
it is received, how can it be changed into income by converting 
it into cash? If it is not income when it is received, what else 
can it be but capital? And when capital is converted from one form 
into another, it does not become income, although some part of it, 
representing a profit upon realization, may become income. This 
brings us back to the old idea of the proportionate ownership 
theory and the dilution of original cost upon receipt of a stock 
dividend, and we find ourselves where we were before we began 
to give consideration to the distinction between periodic stock 
dividends and special stock dividends. Happily that theory as 
applied to periodic stock dividends has been rather definitely 
discarded. We find that the law does recognize that a true stock 
dividend, which does not invade the original corpus, does itself, 
and not merely as to its proceeds or any part thereof, represent 
income. How then is it, if the stock dividend itself does actually 
constitute income, that it does not represent income when it is 
received, but only when it is converted into cash? Are we so 
ruled and governed by cash that we do not realize a gain by re- 
ceiving anything else? I take it from your editorial, that your 
answer would be that what we received is only a part of what we 
had before, and yet the courts have ruled in several instances and 
the laws of several states hold otherwise. 

We are, in fact, brought to the second point to which I take 
exception, namely, your analogy between a stockholder receiving 
stock dividends and a man owning a piece of land which increases 
in value. I realize, of course, that all analogies are dangerous 
and should not be construed too literally if they are in any way 
helpful in throwing light upon a discussion. This particular 
analogy, I believe, does not serve that purpose. May I try to 
amplify your illustration a little in ways which I believe will make 
it serve better as an analogy? 

First, let us suppose that the land which the man buys for 
$1,000 is rather unproductive and that his means are very limited. 
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He may have a thousand acres and out of them he finds that one 
hundred are suitable for fairly intensive cultivation. On this 
one hundred acres he proceeds to grow a little wheat and perhaps 
some soy beans, or any other crop which a good agriculturalist 
would consider advantageous to the land, and with these crops 
he provides natural fertilizer and seed so that next year he can 
cultivate two hundred acres and so on. After a few years his 
thousand acres are productive and in cultivation, and he finds 
that they are worth $10,000. I do not believe the most orthodox 
even of those who still are restricted by the old boundaries of 
debit and credit would say that this man had not realized a profit 
every year, even though he might not have sold a dollar’s worth of 
his crops. They would no doubt compute his profits very con- 
servatively. They might even advise him that he was not sub- 
ject to any income tax; but I venture to say that not one of them 
would so far belittle his efforts as to deny that he could take unto 
himself the meager pleasure of measuring his progress from year 
to year in dollars and cents on his ledger. They might not give 
him credit for $9,000 of profit; they might not even give him 
credit for the value of his own labor. I am almost sure they 
would tell him that his personal effort would only be paid for 
from the neck down and that he had contributed nothing beyond 
the services of a day laborer to the value which he had created. 
Perhaps they are right, because we are making use of your analogy, 
which treated of a kind of property to start with of which no 
part could be realized without sacrificing a part of what was spe- 
cifically there in the first instance, namely, the land. To that 
extent, therefore, the analogy is still not a true one, because a com- 
pany like The North American Company is constantly creating 
new values which did not exist before, even in the germ, and the 
stock which is issued against those values is both separate and 
separable from the original stock, except to the extent that that 
which gives such additional stock a value in excess of the steel, 
bricks, mortar and day-laborers’ wages which went to create the 
tangible property that has now been converted into earning power, 
may be regarded as being inherent in the original stock. To 
this extent it is equally true that there is something approaching 
a pound of needles in a pound of fine grade steel. It requires 
only a little genius to get them out. 

May I make use of your analogy in a second way which also, 
I think, renders it more applicable to the argument? Supposing 
the purchaser of the real estate finds that he has bought a plot 
with a building on it so constructed that several more stories 
can be added to it when desired. He operates this building at a 
profit and reinvests all of the profits in the construction from 
time to time of additional stories. No one will question that he 
has made a profit, even a taxable profit. 

It is only if he has taken the precaution upon the acquisition 
of the property, in either of the forms into which I have twisted 
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your analogy, to form a corporation to own and operate his prop- 
erty that he is found, on the theory to which I take exception, 
to have deprived himself of any income. Even if he issues stock 
dividends from year to year, representing the additional tangible 
property and earning power which he has created, he is presumed 
not to have realized any income unless he sells the stock. To hold 
this opinion appears to me to involve the torturing of the prin- 
ciple of realized profit within unreasonably narrow limits. Cash, 
which is only the shuttle, is raised to a dignity greater than the 
looms, the power plant and the structures of industry. To 
receive a stock certificate representing a share in a growing 
enterprise is to realize nothing, but to exchange that stock cer- 
tificate for cash, which is itself useless until it is reinvested, is 
made the test of a realized gain. 

In either of these hypothetical cases it would, of course, be 
easy to show that the additional values created by the reinvest- 
ment of the earnings were largely in excess of the cost of the 
tangible units added to the property. Additional invested capi- 
tal, however, does not always produce equally generous results, 
otherwise we should not be willing to pay more for one security 
than for another. 

Coming to your example of the two stockholders, A and B, 
each of whom received a stock dividend on October 1, 1929, when 
the market price of the stock was $100, and who find later that 
the value of the stock has gone down to $10 a share, I personally 
maintain that their income in the first instance was $100 in each 
case, and that the one who left his income invested in the shares 
of stock suffered a loss of $90 just as positively as if he had sold 
his dividend stock and reinvested the proceeds in some equally 
desirable security which similarly developed at a later date the 
tendencies of a great character in Paradise Lost. Let us turn the 
example another way. Supposing the dividend stock had been 
issued at some earlier date, and that by October 1st, the stock- 
holder who kept his stock found that it was worth $200, would 
you say that his income was twice that of the man who sold his 
stock immediately upon receipt for $100? This, it seems to me, 
would be an unusual way of looking at the matter. 

It was my understanding that the discussion has got beyond 
the point as to whether a true periodic stock dividend is or is not 
income upon its receipt. That it is income upon receipt appears 
to be accepted in most quarters generally regarded as endowed 
with a certain degree of authority to speak for the community. 
I think that everyone recognizes that stock dividend income 
falls into a special classification which must not be merged without 
specification with other income. It is undesirable that it should. 
There is, after all, a certain degree of assurance to a stockholder 
in reading an income statement to know that that part at least 
of the income is reinvested in securities which have proved them- 
selves to be sound and productive. The rest of the income, which 
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is unfortunately received in cash, may not fare so well when it is 
reinvested. The stockholder will scrutinize the balance-sheet 
with some anxiety to see what has been done with it, and the 
balance-sheet often will not afford him the information he most 
wishes to have; but of the stock dividend income he can feel assured. 

The real question at the present time is the value at which stock 
dividends should be taken into income, and, as your editorial 
indicates, this is still so much under discussion that it would be 
trespassing too far upon your columns and your good nature to 
attempt to go into that question in this letter. 

Yours sincerely, 
HERBERT C. FREEMAN. 


nal This letter is welcome, not only because 
Other Opinions Are . aa i 
Invited of Mr. Freeman’s criticisms of com- 
ments which have appeared in these 
pages, but also because it affords an opportunity for continuing 
discussion of a most important question. In referring to the 
statement that we did not believe-a stock dividend was income 
until it had been converted into cash, Mr. Freeman seems to 
imply that we admitted that the whole of the income would be 
income as soon as the dividend stock had been realized. But 
the next succeeding sentence in our comments reads as follows: 
‘‘Furthermore, as one correspondent asks, when the stock is sold 
why should not part or all of the proceeds be treated as a reduc- 
tion of cost or book value of original holdings, upon which the 
stock dividend was based.’”’ It would be interesting to pursue 
the discussion further, but before attempting to do so we invite 
further expression of opinion on the important questions in- 
volved. It is hoped that members of the profession who agree 
or differ with Mr. Freeman’s views will give expression to their 
opinions. 
An important conference on the subject 
of double taxation was held in the city 
of Washington on February 14th, when 
about 150 men, representing various interests, were present. At 
the request of the secretary of the treasury, the president of the 
American Institute of Accountants appointed two representatives, 
Joseph E. Sterrett, member of the executive committee, and 
Charles R. Trobridge, chairman of the committee on federal 
legislation. The question which was the cause of calling the con- 
ference was one of vital importance to many corporations and 
many taxpayers. Asan illustration of the extent to which double 
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taxation sometimes goes, the following instance was cited: A 
company which owned the majority of stock of a French corpora- 
tion would have to pay the following taxes in France: first, a tax 
of 15 per cent. on the profits of the French corporation; second, a 
tax of 18 per cent. on all dividends distributed by the French 
corporation, and, third, a tax of 18 per cent. on the proportion of 
the dividends distributed by the parent company considered to 
be applicable to the earnings of the French subsidiary. It was 
pointed out that most European countries tax dividends, but 
France is the only one at present which attempts to tax dividends 
distributed by corporations owning stock in a French corporation. 
Other examples of the imposition of double taxation were ad- 
duced by delegates, and it was the unanimous opinion that some- 
thing should be done to relieve the present condition. Dr. 
Thomas S. Adams described the proposals for relief and stated 
that most countries seemed to favor a proposed convention 
which would provide that tax should be levied only at the place 
of residence of the taxpayer. On this theory a non-resident 
alien of the United States would not be taxed on any interest or 
dividends from sources within the United States or on book and 
patent royalties from sources within the United States or from 
casual business profits from such sources. He would, however, 
be taxed on mining royalties and income from real estate within 
the United States, and on compensation for personal services 
rendered in the United States and from business income when 
a permanent establishment is maintained in the United States. 
The difficulties of determining a fair allocation of profits on income 
derived from sources partly within and partly without the United 
States were emphasized. E. C. Alvord, special assistant to the 
secretary of the treasury, also discussed the proposed legislation. 
He summarized the provisions as follows: In the case of non- 
resident aliens three classes of income would be subject to tax in 
the United States: (1) business income earned through permanent 
establishments in the United States, (2) income from personal 
services in the United States, and (3) income from real property in 
the United States, that is, from rents, royalties and profits. 
George O. May, another member of the double taxation com- 
mittee of which Dr. Adams is chairman, addressed the meeting on 
the subject of basis of allocation and apportionment. He hoped 
that the attitude of the treasury department would be liberal. 
Mark Graves, of the New York state tax commission, and 
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many representatives of various industries spoke, but the meet- 
ing adjourned without passing any formal resolution. It was 
called for the purpose of discussion and it is expected that as a 
result of the deliberations which took place there will be a sub- 
stantial advance toward settlement of the complex question of 
double taxation. In such a question as this accountants must 
play an important part. 


Since the establishment of the library 
and bureau of information of the 
American Institute of Accountants it 
has been the custom of the librarian to issue from time to time, 
but not at stated intervals, bulletins containing questions and 
answers which have passed th ig’ the library. These bulletins 
have met with cordial receptio.: a u have served a most useful 
purpose. The questions which are selected for publication are 
usually those which have a general interest, and an effort has 
been made to avoid publication of questions which would prob- 
ably concern only a small number of readers. Out of the thou- 
sands of questions which are answered each year by the library, 
the great majority can be answered without reference outside the 
bureau of information, but when complex or high'y technical 
questions arise which have not been the subject of any written 
discussion, it is the practice to refer such questions to a committee 
of three or more practising accountants whose experience renders 
them capable of answering. As most of our readers know, the 
identity of the questioner and the personnel of the committee 
which replies are not divulged. The one who asks has no idea 
who answers and those who answer do not know who propounded 
the question. In this way it is possible to encourage a freedom 
of expression which might not be possible if the identity of the 
parties were known. The importance of these questions and 
answers has increased with the years and it has seemed desirable 
that some means should be provided which would give them 
wider circulation. Accordingly, it has been decided to abandon 
for the time being the custom of publishing special bulletins by 
the library and to include in THE JOURNAL OF ACCOUNTANCY 
representative questions and answers in a special department 
devoted to that purpose. The department will probably not 
appear every month but whenever there are questions which 
seem to be of general interest and the replies are available, we 
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hope to publish them for the general information of readers. 
It is the rule of the bureau of information that questions pro- 
pounded by members of the Institute are to be answered if pos- 
sible. Persons who are not members can not expect to have all 
their questions settled for them, and there is no desire to encour- 
age a general questioning attitude, but if readers have problems 
which they are totally unable to solve they may be submitted 
and it will rest with the committee to decide whether or not they 
should be answered. Let it be understood that this service is 
primarily and chiefly for members of the Institute. Questions 
of taxation will not be answered and persons who desire to receive 
accounting counsel should not address their questions to the 
Institute but to some public accountant in whom they have 
confidence. 

ie 0 
A correspondent, who has been reading 
editorial notes which appeared in THE 
JOURNAL OF ACCOUNTANCY recently on 
the subject of employment for men of middle age or older, sends 
us a clipping from a metropolitan newspaper which he regards, 
with apparent justice, as an indication that this is the age of 
youth. Theclipping contains advertisement for an accountant or 
an office manager: ‘‘The man we want should be between 25 
and 30 and possess outstanding executive ability. He must 
have broad experience in modern accounting methods, business, 
finance, cost and productive control systems, office management, 
etc. The job requires initiative, vision and the ability to get 
results.’” One sees at a glance that this must be a good man, 
but the point which distresses our correspondent is the age limit. 
He feels that a man who had had broad experience and had out- 
standing executive ability might not always be found within that 
narrow lustrum which ends on the boundary of that antique 
world which marches with thirty years. It might be possible to 
find the sort of man required if he had begun early. For example 
he might have taken up the question of executive control in 
primary school and as he advanced through the mature processes 
of secondary education he might have achieved that broad 
experience in modern accounting methods, business, finance, etc., 
which would qualify him to occupy the capacious chair which 
seems to be vacant. Between the ages of twenty and twenty-five 
he might have acquired a thoroughly competent knowledge of 
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all the questions which distress the business world and then, 
having reached the end of that first quarter century, he might 
for a period of five years devote himself to directing the conduct 
of modern business. Our correspondent is all wrong—very 
wonderful men can be found between the boundaries which 
the advertisement sets. And, really, those of us who comment 
upon such subjects may be a little jaundiced in our views. There 
is not one of us who wouldn't be glad to go back to those expan- 
sive years if we could. Such people as we are crabbed, old 
critics, who are not really sufficiently appreciative of what 
younger men may do. The men who inserted the advertisement 
knew better. 
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“Earnings Per Share” 
By ANDREAS S. NATVIG 


During January the following headlines appeared in the 
financial section of various New York newspapers: ‘United 
Fruit Earns $6.70"; “‘Bethlehem Net Equals $15.50 Share’’; 
‘‘Paramount’s Earnings Equal $6.34 per Share”; ‘““Du Pont 
Shows $7.09 a Share”’; ‘‘Montgomery, Ward Reports $2.60 per 
Share.’’ In contrast to these headlines, the total year’s earnings 
of these five corporations and a majority of the other corporations 
which published their 1929 earnings during January did not 
appear as captions, but were shown in small print in the body of 
the newspaper article; and we may infer from this that more 
importance is attached to the earnings per share than to the 
total earnings of a corporation. 

The reasons are obvious to any student of accounting and 
finance. In the first place, the individual stockholders in a 
corporation are naturally more interested in knowing the amount 
of earnings applicable to each share of stock which they own 
than in the total earnings. Secondly, earnings per share afford 
a comparison of results with previous periods which cannot 
possibly be obtained by comparing the total earnings, except : 
when the capitalization remains the same throughout the period, 
which, however, is the exception rather than the rule in this day 
of expansion, mergers and capitalization of profits. Thirdly, 
the association in the public mind of earnings per share and 
market prices of stocks has become increasingly popular, with 
the result that the amount of earnings per share is now used 
generally as one of the yardsticks for measuring market values. 

There is no standard method for computing earnings per 
share. There is, of course, no question as to the correct 
procedure when the same number of shares was outstanding 
throughout the period, but when the number of shares in- 
creased the question arises as to whether the earnings per share 
should be computed on the actual number of shares outstanding 
at the end of the period or on an average number of shares 
outstanding during the period. And if the latter method is 
used, opinions are divided as to the correct way in which the 
average number of shares should be computed. 

The variation in practice is borne out by the five corporations 
mentioned in the opening paragraph, all of which had a larger 
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number of shares outstanding at the end than at the beginning 
of the year. Two reported earnings per share on the “‘actual”’ 
basis, two used the ‘‘average”’ basis, while the remaining one 
very wisely reported earnings per share both on the “‘actual”’ 
and ‘‘average”’ basis. 

In the following discussion of the different methods we shall 
use as an example an imaginary corporation which we shall call 
Corporation “‘A’’. Shortly after its organization Corporation 
‘‘A”’ made application to the committee on stock list for the 
listing of its shares on the New York stock exchange, and before 
the application was approved by the governing committee the 
usual agreements were signed, requiring, among other things, 
the corporation “to publish statement of earnings quarterly.” 
In conformity with the rules and regulations of the stock 
exchange the following earnings were published by Corporation 
“A” for 1927, 1928 and 1929: 


1929 1928 1927 
Total net earnings: 


2. | (eae 


$1,743,318.07 


$1,687,920.18 


$1,349,028.17 








EI PR CTO Ee Pe 1,720,122.15 1,581,029.78 1,382,904.15 
EE Re ay ae ee 3,463,440.22 3,268,949 .96 2,731,932 .32 
EEE CS EOE PETE L EE TT 3,119,718.27 1,914,909 . 34 1,738,432 .16 
i eas we eck eGkunewheeet 6,583,158.49  5,183,859.30 4,470,364.48 
I i Oe Ee ee ee 3,303,098.52 2,033,683.19 1,716,100.54 


Increase over previous year: 
Dar oh cece aba ae +3 
eee ee ere 





$9,886,257 .01 


$2,668,714.52 
36.98% 


$7,217,542.49 


$6,186,465 .02 








$1,031,077 .47 
16.67% 





The above earnings were available in their entirety for the 
no-par common stock of the corporation, being the only stock 
issue, of which the following numbers of shares were outstanding: 











1929 1928 1927 
Shares outstanding: 
At beginning of year..............000.. 687,385 shs. 687,385 shs. 687,385 shs. 
I IDs gs 5 ac veahewicosewices 5,837 
ee I oa k.o kicks scercctcccssen 693,222 shs. 687,385 shs. 687,385 shs. 
Issued in second quarter................ 231,074 
At end of second quarter................... 924,296 shs. 687,385 shs. 687,385 shs. 
TE I. go a tases cae dneness 39,226 
At end of third quarter -.............00-e00- 963,522 shs. 687,385 shs. 687,385 shs. 
Bonmeed tei Gomrthh Quester... . ccc cccccccccess 22,239 
I ok cit tec onnes bavcnedee sues 985,761 shs. 687,385 shs. 687,385 shs. 
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Dividends were paid quarterly at the rate of $6 a share per 
annum to the holders of record on the 15th day of March, June, 
September and December, as follows: 





1929 1928 1927 
Dividends paid: 
March 30. . verre - ; -..... $1,039,833.00 $1,031,077.50 $1,031,077.50 
Ea ree PE net ae 1,039,833.00 1,031,077.50 1,031,077.50 
September 30........... nM ee Pree ee 1,418,179.50 1,031,077.50 1,031,077.50 
re eee id ao cde 1,445,283.00 1,031,077.50 1,031,077.50 
PS Sina, Wack va awa oe intueias ... $4,943,128.50 $4,124,310.00 $4,124,310.00 








It will be noted that there was no change in the number of 
shares outstanding in 1927 and 1928, and therefore no question 
arises regarding the computations of earnings per share for those 
years. In 1929, however, 298,376 additional shares were issued, 
and we are thus confronted with the question as to whether the 
“actual” or ‘“‘average’’ basis should be used for that year to 
ascertain the earnings per share. 

Perhaps the best way to iron out differences of opinion is to 
find first a common meeting ground—a premise, so to speak, 
on which everybody is agreed. Accordingly, we shall first con- 
sider the years 1927 and 1928 and note what the earnings per 
share for those periods indicate. By dividing the total earnings 
by the 687,385 shares of stock outstanding, we obtain the follow- 
ing earnings per share: 

















Earnings per share Increase 

1928 1927 Amount Per cent, 
Piset omarter... ..sccccss po ide eee $ 2.46 $1.96 $ .5O0 25.51% 
I NE os i tne chwkeccanbhad ice 2.30 2.01 .29 14.43% 
eee © vk tcc vws ees See t aee 4.76 3.97 .79 19.90% 
DE i... «0 ssadait hed saeeeasaeee 2.78 2.53 .25 9.88% 
First nine months............. 7.54 6.50 1.04 16.00% 
Fourth quarter 2.96 2.50 .46 18.40% 
Year ere é bie . $10.50 $9.00 $1.50 16.67% 





The above earnings per share indicate: 

1. The potential quarterly dividend per share which Corpora- 
tion “‘A’’ could have paid to its stockholders in lieu of the 
regular quarterly dividend of $1.50 per share. 

2. That earnings were 1% times and 1% times dividend 
requirements in 1927 and 1928 respectively, which is also borne 
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out by a comparison of the total earnings with the total dividends 
paid, as follows: 


Dividend Earnings 
1927: 
Total .. tins ... $4,124,310.00K1% = $6,186,465 .02 
Per share ‘ etc’ a 6.00X1%= 9.00 
1928: 
Total ..eee. $4,124,310.00K134 = $7,217,542.49 
Per share... eer Te Tore 6.00X1% = 10.50 





3. An increase in earnings per share of 1624% in 1928 as com- 
pared with 1927, which corresponds to the increase in the total 
net earnings as shown on page 252. 

4. An increase in book value per share of $3 in 1927 and $4.50 
in 1928, representing the excess of earnings per share for the two 
years over the $6 annual dividend per share, as follows: 





1928 1927 
Per Per 
Total share Total share 
ER ET ee ee or nr ee er $7,217,542.49 $10.50 $6,186,465.02 $9.00 
ILS, fn ad oc bs ober bedeanesen an 4,124,310.00 6.00 4,124,310.00 6.00 
Surplus earnings.......... cee eeeeeeeeese $3,093,232.49 $ 4.50 $2,062,155.02 $3.00 





The increase in book value may also be 


stated thus: 























End 1928 End 1927 End 1926 
Capital stock, represented by 687,385 
common shares without par value . $65,301,575.00 $65,301,575.00 $65,301,575.00 
es aa eo) eee ee 7,013,947 .82 3,920,715 .33 1,858,560. 31 
Total book value.................. $72,315,522.82 $69,222,290.33 $67,160,135.31 
Book value per share of stock outstanding $105.20 $100.70 $97.70 
Increase in book value per share......... $ 4.50 $ 3.00 





If any debits (other than for dividends) or credits were made 
by Corporation ‘‘A”’ directly to its surplus account, the earnings 
per share would not, of course, indicate the increase in book value. 

5. Needless to say, the earnings per share do not coincide with 
the percentage of return on the capital invested. One reason 
for this is that the capital stock was not issued at $100 per share; 
but even in such instances, the earnings per share would differ 
from the return per cent on the capital invested because in the 
computation of earnings per share no cognizance is taken of the 
cumulative surplus earnings which remain in the business and 
form part of the invested capital. Disregarding such surplus 
earnings, however, and computing the return per cent. on the 
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capital stock only, we find that the earnings per share increase 
in the same proportion, thus: 




















Return per cent. on capital stock Earnings per share 

Increase Increase 

1928 1927 per cent. 1928 1927 per cent. 
First quarter , . 2.59% 2.07% 25% $ 2.46 $1.96 25% 
Second quarter......... ‘ 2.42% 2.12% 14% 2.30 2.01 14% 
First six months. . , iebci 5.01% 4.19% 20% 4.76 3.97 20% 
Third quarter ; ; 2 2.93% 2.66% 10% 2.78 2.53 10% 
First nine months 7.94% 6.85% 16% 7.54 6.50 16% 
Fourth quarter , 3.11% 2.62% 18% 2.96 2.50 18% 





. 11.05% 9.47% 17% $10.50 $9.00 17% 








Thus we may conclude that the earnings per share indicate in 
a way the ratio of earnings to the capitalization. 

Having determined what earnings per share indicate when 
the number of shares remains the same, we shall now consider 
the year 1929 during which the number of shares increased from 
687,385 to 985,761. Employing the four methods most commonly 
used, we find the following different earnings per share: 











** Actual” “* Average" methods 
. . method No. 1 No. 2 No. 3 
Earnings per share: 
First quarter ; $ 2.51 $ 2.53 $ 2.51 $ 2.51 
FECL OCRCT 1.86 2.13 2.03 2.49 
First six months $ 3.75 $ 4.62 $ 4.49 $ 5.00 
Third quarter 3.24 3.31 3.28 3.30 
First nine months... ee ry os SO $ 8.08 $ 7.92 $ 8.47 
I cs winnaar dtd acai et ae 3.35 3.39 3.40 3.43 








ee eee eee er err ts ns $10.03 $11.57 $11.42 $12.00 











Under method No. 1, the average number of shares for each 
quarter, is found by adding the number of shares outstanding 
at the beginning and end of the quarter and dividing the sum by 
two; and for the first six months, first nine months, and the year, 
by adding the average number of shares for the first and second 
quarters, first, second and third quarters, and the four quarters, 
and dividing the sum by two, three and four, respectively. 

As far as computing averages is concerned, there is no particular 
objection to this, which is the generally accepted method. How- 
ever, it assumes that the consideration received for the additional 
shares, whether in cash or otherwise, was working to the benefit 
of the corporation during one half of the quarter, which, by the 
law of averages, would be strictly correct only in one case out of 
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ninety, the number of daysin the quarter. Even if the additional 
shares were actually issued on the 15th day in the second month 
of the quarter, this method would in most instances be incorrect, 
as the date when the shares were issued rarely coincides with the 
date when the consideration is received. The 5,837 new shares 
in the first quarter were issued by Corporation ‘‘A”’ on January 
27th for the acquisition, ‘“‘as of’’ January 1, 1929, of the entire 
capital stock of Corporation ‘‘B’’, which thus became a wholly 
owned subsidiary of Corporation ‘“‘A’’. The consolidated earn- 
ings of Corporation ‘“‘A’”’ for the first quarter included the earn- 
ings of Corporation ‘‘B”’ for the entire quarter, and it would 
manifestly be incorrect, therefore, to consider that the 5,837 
shares were outstanding for only one-half of the quarter. 

This error is eliminated by using method No. 2. Under this 
method the average number of shares is determined for each 
quarter by adding to the number of shares outstanding at the 
beginning of the quarter a pro-rata number of the new shares 
issued. To illustrate, if there were 21 days from the date when 
the consideration was received to the end of the quarter, the 
shares to be added to the number outstanding at the beginning 
of the quarter would be 21—90’s or 91’s of the additional shares 
issued. The average number of shares for the first six months, 
first nine months, and the year, is computed in the same manner 
as under method No. 1, by using the different average number of 
shares for each quarter as illustrated. It is hardly necessary to 
show in detail how the average number of shares of Corporation 
‘“‘A’’ was determined under this method. Suffice it to state that 
the dates on which the 298,376 additional shares were issued and 
on which the consideration was received, were as follows: 





No. of Consideration 
shares received Issued 
5,837 January 1 January 27 
231,074 April 30 June 30 
21,157 July 1 July 29 
18,069 September 1 September 24 
8,311 December 1 December 21 
13,928 December 1 December 23 
298,376 








It will be observed that in each instance the shares were issued 
subsequent to the date when the consideration was received. 
The reason is that a corporation is bound by its agreements with 
the stock exchange “‘to make application to the stock exchange 
for the listing of additional amounts of listed securities prior to the 

256 





gg ee 








oe = rr 7 
_ 





‘Earnings Per Share”’ 








issuance thereof’’, and as the preparation of the listing applica- 
tion requires considerable time, several weeks usually elapse before 
approval is obtained from the stock exchange for the issuance and 
listing of the additional shares. 

When the new shares are issued for the stock of another cor- 
poration, or for the acquisition of property or liquidation of in- 
debtedness, the dates when the consideration was received can be 
easily ascertained. On the other hand, such dates are not readily 
determined when the additional shares are offered to the stock- 
holders for subscription. Under the most common form of such 
stock offering, the stockholders are given the right to subscribe 
on or before a certain date for additional shares in proportion to 
the shares previously owned by them, at a price which, by way of 
inducement, is somewhat lower than the market price. The 
announcement to the stockholders stipulates a certain period 
within which they must exercise their rights and make payment 
for the new shares for which they subscribe. Such payment as a 
rule is made to a bank which has been designated by the corpora- 
tion as its agent to receive payment. Obviously, the stockholders 
do not return the subscription warrants accompanied by payment 
on the same day, and if the subscription privilege expires thirty 
days after the date of the notice to the stockholders, the payments 
will begin to come in to the bank a few days later and continue to 
come in on every business day during the period. The exact 
amount of payments received each day could, of course, be deter- 
mined by reference to the bank statement, but, for reasons later 
explained, it would not be correct to consider that a pro-rata 
number of shares based on such dates and amounts was out- 
standing, nor would it be correct, for the same reasons, to consider 
the expiration date of the rights as the effective date. The rea- 
sons are easily understood when we consider the circumstances 
surrounding the issuance of the 231,074 shares by Corporation 
‘“‘A’’ in the second quarter. These shares were offered for sub- 
scription on April 9th to the stockholders of record at the close of 
business on that day at a price of $110.00 a share. Subscription 
warrants, entitling each stockholder to subscribe for one share for 
each three shares held, were returnable on or before April 30th ac- 
companied by payment of the first instalment of the subscription 
price, amounting to $55 a share, or, if full payment were made, 
then by payment of $108.90 a share, being the full subscription 
price of $110.00 per share less interest thereon at the rate of six 
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per cent. per annum from April 30th to June 30th. In case of 
payment in instalments, the second instalment, amounting to 
$54.45 a share (one-half of the full subscription price less interest 
thereon at the rate of six per cent. per annum from April 30th 
to June 30th on the amount of the first instalment) was payable 
on or before June 30th. The shares were to be issued on or “‘as 
of’’ June 30th and would be entitled to share in all dividends de- 
clared to holders of record after that date. 
Subscriptions were made as follows: 








Shares Payments Subscription 
subscribed received Interest price 
197,044 shs. in full $21,458,091 .60 $216,748.40 $21,674,840.00 
34,030 shs. (first instalment) 1,871,650.00 1,871,650.00 
(second “ ) 1,852,933 .50 18,716.50 1,871,650.00 
231,074 shs. $25,182,675.10 $235,464.90 $25,418,140.00 











On the books the full subscription price of $110.00 a share, ag- 
gregating $25,418,140.00, less underwriting commission, was 
correctly added to the capital-stock account of Corporation “‘A”’ 
and the interest, totaling $235,464.90, was properly shown as ex- 
pense in the second quarter. 

Under method No. 2 a pro-rata number of the 231,074 shares 
would be included in computing the earnings per share for that 
quarter. Such procedure would be clearly wrong, however, in 
view of the fact that the total earnings, into which the number of 
shares must be divided to obtain the earnings per share, resulted 
after deducting the interest expense on the subscription payments 
to June 30th. None of the 231,074 shares should therefore be 
included in computing the second quarter’s earnings per share, 
but should be included only from the time when they were en- 
titled to dividends, i.e., June 30th. This applies not only to 
additional shares offered for subscription to stockholders, but also 
to all new shares issued, regardless of any other circumstances. 
When shares are issued for the acquisition of another corporation 
it may seem, at first, entirely correct to include such shares on a 
pro-rata basis from the time when the earnings are taken up or 
accrue from the newly acquired company; but on further con- 
sideration it becomes apparent that this procedure cannot be 
justified in view of the fact that the acquisition contracts, if 
properly drawn up, always make provision for interest or dividend 
adjustments as of a certain date. In accordance with such ac- 
quisition contracts the corporation agrees to issue a certain 
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number of shares as and if they be listed upon the New York stock 
exchange, and promptly to make application for the listing of 
such shares, and to use all reasonable efforts to cause said shares 
to be listed and issued on or before a certain date. It further 
agrees to pay a sum equal to the dividends which would be pay- 
able upon such shares if they were issued on the effective date of 
the acquisition, payment to be made on the regular dividend date, 
if later than the date of issuance. If the corporation be unable to 
list the shares by a certain stipulated date, or such other date as 
may later be designated and agreed to in writing, the agreement 
automatically terminates. If the contract should fail to provide 
for interest to be paid in lieu of dividends for the intervening 
period, between the effective date of the acquisition and the next 
dividend date, it may be due to a mutual agreement between the 
contracting parties to ignore such interest or dividend adjustment, 
which in certain cases may be so small as to be of no importance; 
or it may have been overlooked in drawing up the contract— 
which, however, is very unlikely. In either event, whether the 
corporation benefits or suffers by the absence or omission of such a 
contract provision, it makes no difference so far as the number of 
shares which should be used to compute the earnings per share 
isconcerned. If on account of absence of contract provisions the 
corporation derives any benefit, through profits or otherwise, 
from the new acquisition for a period during which it pays neither 
dividends nor interest, it may be considered in the same manner 
as a loan of money on which the corporation paid no interest; or, 
inversely, if the corporation pays more interest or dividends than 
it properly should pay, it may be considered as a loan on which an 
excessive rate of interest was paid. 

From the preceding discussion it would appear that the only 
correct way to compute the average number of shares is to use 
method No. 3, under which only the shares which were entitled 
to dividends are taken into consideration. This method is based 
on sound accounting principles, whereas the first two methods are 
merely based on mathematical formule. Besides being the only 
scientifically correct method it is also the easiest method, as it is 
only necessary to divide the amount of dividend per share into the 
total dividend expense to obtain the average number of shares 
outstanding. In most instances the number of shares to be used 
for each quarter is the number outstanding on the date when the 
stock sells ‘‘ex-dividend,’’ which eliminates the necessity for any 
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calculation. However, it sometimes happens that dividends are 
paid on a number of shares different from the number outstanding 
on the ‘“‘ex-dividend”’ date. This would occur, for example, if the 
corporation was unable to obtain approval for the listing and 
issuance of certain shares before the ‘‘ex-dividend”’ date, but was 
obligated, nevertheless, to pay dividend on the shares in accord- 
ance with contract provisions, and such shares must, of course, 
also be included. On the other hand, if a corporation sold its 
stock for a certain price plus accrued dividends to a certain date, 
which means, in effect, that it was reimbursed for part of the 
dividend, the dividend expense for that quarter would be 
smaller, and consequently the average number of shares would be 
smaller than the number outstanding on the ‘‘ex-dividend”’ date. 

Obviously, method No. 3 can not be employed in computing the 
earnings per share of non-dividend paying corporations or cor- 
porations which do not pay dividends regularly each quarter, and 
in such cases method No. 2 should be used, always bearing in 
mind, however, the date when any interest adjustment was made 
with respect to the newly issued shares. The listed corporations 
which pay dividends quarterly are, however, in the majority, and 
for these it would seem that the only correct method to use, as 
previously stated, is method No. 3. 

Having discussed the three methods most commonly used 
to compute the average number of shares outstanding, and having 
ascertained, through a process of elimination, the only basically 
sound method, let us now compare this average method with the 
actual method to ascertain which method is preferable. The 
word ‘‘preferable”’ has been used advisedly, inasmuch as either 
method might be called correct, depending entirely upon different 
conceptions of what earnings per share should indicate. 

The earnings per share of Corporation ‘‘A’’ computed on the 
“‘actual” and ‘‘average’’ methods were as follows: 














** Average”’ 

method ** Actual” 

(No. 3) method 
NE cos cance eka e heh eke wkeaewieen den $ 2.51 $ 2.51 
EE OT AS PENT PORTE PO OT I 2.49 1.86 

qiaiicisian 
aa os okie wale a amie «awe $ 5.00 $3.33 
so ocd cecedands sugar suwueeedanie 3.30 3.24 
nd edi ee es ob Wed bbw eer $ 8.47 $ 6.83 
ns eR EER GKneee Keen one eeeny 3.43 3.35 
ined thhtAaheh babs ecesanndacebakeaaanls $12.00 $10.03 
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Considering the “average’’ method first, we find that the 
earnings per share indicate: 

The potential quarterly dividend per share which could have 
been paid out of earnings for the respective quarterly periods. 

That the earnings for the year of $12.00 a share were exactly 
double the $6.00 dividend a share, which is also borne out by the 
fact that the total earnings of $9,886,257.01 were twice the total 
dividend expense of $4,943,128.50. 

That the earnings per share indicate in a way the percentage of 
return on the capitalization, and thus afford a fairly accurate 
comparison of results with previous years. 

The earnings per share computed on basis of the average number 
of shares outstanding do not, of course, indicate in any way the 
increase in book value per share. This is no drawback to the 
‘“‘average’’ method, however, inasmuch as the earnings per share, 
regardless of which method is used, do not indicate the increase in 
book value when the number of shares changes during the year, 
unless the consideration received for each of the new shares is 
exactly equal to the book value per share at that time of the 
stock previously outstanding, which, it can safely be assumed, 
seldom occurs. 

Considering next the ‘‘actual’’ method we find that: 

The $10.03 a share earned in 1929 is 47c less than the $10.50 a 
share earned in 1928. This would seem to be rather misleading in 
view of the fact that the corporation actually earned twice the 
dividend requirements in 1929 as compared with 134 times in 
1928. This indicates a higher return on the capital employed in 
1929 than in 1928, and yet the earnings per share show a decrease. 
Manifestly, therefore, earnings per share computed on the ‘‘actual”’ 
basis do not afford a comparison of results with previous periods. 

The earnings per share do not in any way indicate the increase 
in book value per share, for the reasons stated in the foregoing 
discussion. 

What, then, do the earnings per share indicate on this basis? 
One thing only, namely the amount of earnings for the year 
applicable to each share of stock outstanding at the end of the 
year—in other words, the amount which the corporation could 
have paid as dividend on each share outstanding at the end of the 
year, had it paid no dividends during the year. 

What significance could this have for the average stockholder? 
It does not furnish him with any information which enables him 
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to form an opinion as to the relative earning power of the corpora- 
tion, nor does it in any way indicate to him how many times 
annual earnings his stock is selling for in the market, which to him 
is perhaps mostimportant. At best, it would seem to be mislead- 
ing and confusing, and in view of the fact that stocks are often 
classified into groups in financial periodicals according to the 
relation of earnings per share to market prices, it is difficult 
to understand why this method is so widely used, not only by dif- 
ferent corporations but also by leading statistical organizations. 
Perhaps the exponents of this method will defend it as being the 
more conservative, and I prefer to attribute its popularity to 
that rather than to a lack of understanding of the problem. 
Without minimizing the importance of conservatism, we shall do 
well to remember, however, that accuracy, above everything else, 
should be the watchword in all matters related to accounting. 
It is encouraging to note that the ‘“‘average”’ method is being 
employed by an ever-increasing number of the leading corpora- 
tions in the country and that statistical corporations are also 
beginning to fall in line by publishing earnings per share computed 
on both the ‘‘actual” and ‘‘average”” methods. This at least is a 
step in the right direction and, it is hoped, will eventually result in 
the elimination of the ‘‘actual”’ method which is meaningless and 
confusing to the average stockholder. 

While on the subject of misleading practice, it is difficult to 
refrain from saying a few words about certain other practices 
which must mislead the stockholders. A flagrant example is 
furnished by one of the leading industrial corporations which 
recently announced an increase in sales for January, 1930, being 
the twenty-first consecutive month in which sales showed an 
increase over the corresponding month of the preceding year. 
This would naturally lead to the belief that the earnings also 
increased, but as a matter of fact the earnings showed a sub- 
stantial decrease on account of increased expenses. Another 
example is furnished by corporations which publish an increase in 
total earnings without mentioning the new units added to the 
business and also omit a comparison of the earnings per share in 
the statement for publication if they do not compare favorably 
with the preceding year. Such “window dressing’’ may have 
the desired effect momentarily, but in the course of time a spirit 
of frankness toward the stockholders, using only the necessary 
discretion, will undoubtedly prove to be the wisest policy. 


262 




















“‘ Earnings Per Share” 








Reverting to the main topic, it would seem that a thorough 
airing in accounting circles of the different methods used would do 
more than anything else to bring about a standard procedure for 
computing the earnings per share, which, judging by the news- 
paper headlines, are the more important. This article has been 
written with that particular object in mind, and if it contributes 
only in a small measure thereto by stimulating interest and foster- 
ing constructive thought upon the subject, the time and thought 
given to it will be more than justified. 
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Book Values of Redeemable Securities 


By A. W. MosER 


A friend recently brought to my attention the case of a mort- 
gage company which was to be absorbed by another. It was 
agreed that all the mortgages should be taken over at their book 
value. The securities in question aggregated about $500,000 and 
were composed partly of mortgages with serial redemptions or 
repayment in instalments. Accountants were called in to verify 
the book values, with the astonishing result that one found their 
total to be $5,000 higher than the amount established by the 
other. 

Although an accountant, in general, is not often called upon to 
do this kind of work, which is more of an actuarial nature, yet it 
sometimes happens that his advice or services are sought in such 
cases, and it may prove useful for him to be acquainted with cer- 
tain fundamentals involved. With this idea in mind I propose 
to discuss some features of book values of securities such as bonds 
and mortgages whose redemption at the end of a specified term of 
years may be assumed to be certain. 

Whenever a security is bought at a price differing from the 
nominal amount, it is said to be purchased at a premium or a 
discount. The expression ‘‘bonus,’’ often used with respect to 
mortgages, is a synonym of discount. In all these cases the rate 
of interest which will be earned on the investment differs from the 
nominal or dividend rate named in the security. It is this that 
causes complications when the question arises as to how the se- 
curity should be dealt with on an investment basis. 

Good accounting practice not only demands that the capital 
originally invested be restored unaltered at the end of the term, 
but also that the income derived be properly assigned to the in- 
dividual interest periods. To do this requires us to remember 
that the dividend from securities acquired at a premium or a dis- 
count consists, in the one case, partly of interest and partly of 
capital applicable to the gradual reduction of the premium, and, in 
the second case, the dividend does not represent the whole of the 
interest earned. Failure to reflect this on the books of account 
would lead, in the first case, to an impairment of principal to the 
extent of the premium paid, since the repayment at maturity will 
be by that much less than was the purchase price; while in the 
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case of a discount there would result a gain of principal to the 
extent of this discount, which should have been treated as income, 
properly spread over the term of the security, in order that earn- 
ings at the corresponding income rate, which in this instance is 
higher than the dividend rate, may be realized in full. It appears 
therefore, next, that the amount invested in a redeemable security 
should periodically be written up or written down, as the case may 
be, by a sum which, if accumulated at the income rate, will 
amount at the date of redemption to the premium or discount in 
question. These accumulations deducted from or added at any 
time during the life of the security to the purchase price give what 
is commonly called the book value and will bring the purchase 
price down, in the case of a premium, or up, in the case of a dis- 
count, to the redemption value by the end of the term, i.e., the 
book value will then have reached the same amount. 

After these general considerations let the following symbols be 
noted: 

j to represent the nominal or dividend rate of interest; 


= ‘‘ the income or investment rate of interest; 
. = ‘‘ the number of years at the expiration of which the 
security becomes redeemable; 
y * ‘“‘ the purchase price of the security; 
Vr“ “the book value r years after acquisition; 
— ‘‘ the premium or discount involved, respectively; 


_ (1+4)'-—1=amount of an immediate annuity of one unit a 


tal i year, payable at the end of each year, at in- 
terest rate 1. 

The sum per interval which, if accumulated at the income rate, 

will amount at the end of the term to the premium or discount 

may conveniently be called amortization factor and is given by 


the expression 
+ h 


aa, 

t, 4 
as far as securities with one redemption are concerned, since this 
annuity per interval will amount ¢ years hence to the value h. 
The total of these accumulations at the end of the r“ year is then 


given by h of, so that as book value of the redeemable security at 
“hal 
that same moment results 


my 


Ss. 
Vr=V+h 4 (1) 
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This is the book value obtained by what is known as the exact 
or scientific method. Its determination always requires that the 
investment rate, or income rate, be known or determinable. 

It should be well understood at this point that the method fol- 
lowed is slightly defective from a practical point of view, as far as 
purchases at a premium are concerned, because of the assumption 
implicitly made that the amortization factors can and will be 
invested at the rate of interest earned by the principal of the secur- 
ity. The amortization factors are relatively small sums, com- 
pared with the principal, and small sums do not as a rule command 
as high a rate as larger sums. The specified income rate is con- 
sequently seldom fully realized. This criticism does not extend, 
however, to purchases at a discount, because in such instances the 
periodical interest payments do not include any part of principal 
to be reinvested, the discount accumulations merely representing 
bookkeeping charges against income receivable, which will be 
realized at the moment the redemption price is received. 

In view of these conditions, it is common practice to accumulate 
the amortization factors at another rate, usually smaller than the 
income rate, which signifies that a somewhat higher amount a than 
would be necessary if interest at the income rate were fully earned 
must periodically be provided in order to make up for the slightly 
reduced interest accretions, and the buyer at a premium will fail to 
that extent to realize the rate of interest upon which the price is 
based. The rule is even carried so far, probably for the sake of 
convenience and simplicity, that in many cases the interest ele- 


, , ' ; +h 
ment is entirely disregarded and a taken as the quotient —- 
t 


This procedure, simple and often referred to as the pro-rata 
method of amortization, will ordinarily prove satisfactory 
in cases where the security is held as an investment until 
maturity. It will then not matter much if the accumulations 
applicable to the individual intervals differ a little from what they 
would have been according to the scientific method, if they 
reach the required total by the end of the term. When, however, 
a sale or purchase is contemplated at any intermediate date, it is 
evidently desirable, as the example given at the beginning will 
indicate, to have a more accurate value upon which to base cal- 
culations. 

From this discussion it appears that the expression “book 
value’’ as commonly used, i.e. without qualification as to the 
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method employed for its calculation, does not convey a definite 
idea as to the value it represents. It would, therefore, be an ad- 
vantage to have that book value which is obtained on the basis of 
the specified investment rate distinguished by designating it, for 
instance, as mathematical book value. As pointed out before, 
for its computation it is necessary to know or to determine first 
the income rate of interest. 

The calculation of the investment rate, or income rate of inter- 
est, produced by a given security purchased at a premium or a 
discount, is in any case a relatively simple task. Even in the 
case of a security redeemable in instalments and acquired at a 
premium or discount (or bonus) the problem of determining the 
income rate is not a very difficult matter. 

In view of the fact that the pro-rata method of establishing 
book values is so simple and easily applicable to any case, it de- 
serves, of course, to be retained for many practical purposes. Its 
application will naturally furnish an amount different from the 
mathematical book value, and the relative importance of this 
difference and its nature (whether positive or negative) may now 
be further investigated, because even the mere knowledge that 
one of the two book values will be higher or lower than the other 
in certain circumstances is sometimes useful. 

As a first step it is well to prepare an amortization schedule 
showing the amounts to be written off or added to the invested 
capital at the end of each period. The periodical dividends, de- 
creased or increased by these amounts, will give the correct inter- 
est for each period. In the schedule on the following page 
the process of amortization of a premium is demonstrated 
in detail, with both the mathematical and the pro-rata book 
values indicated. 

While from this schedule it can be learned at a glance that the 
mathematical book value is throughout the life of the security 
higher than the book value determined by the pro-rata method, 
it may not be amiss to establish a more general exposition of the 
relations between the two. 

As has been shown before, the mathematical book value at the 
end of the r‘ year (for a security with a single redemption) 
amounts to 





V,= Veh 
wet 


267 








The Journal of Accountancy 











Similarly, the pro-rata book value would at that time reach the 
sum of 


Via VTh, 


a  eeteneeeel ae 
~ 


The difference between the two values is given by 


(1++2)°—1 ? a t (1+) "—t—r (14+72)' +r (2) 
(1+2)'-1 ¢ t(1+72)'—t ) 





SCHEDULE I 


$100,000 6% Bonps, 15 Years, INTEREST PAYABLE HALF-YEARLY, TO NET INCOME OF 5% 
Purchase price, $110,465.15 


Sea epee 























End Interest For amor- | Mathemati- || For amor-| Book value , 
of | Dividend | on book tization cal book tization as per pro- Diser- } 
pe- rec'd value at |, = h value a - | rata method ore | 
: pope en (a-b) 
riod 2%% S1,24%% (a) t (b) 
0 $110,465.15 $110,465.15 ! 
1 $3,000.00 | $2,761.63 $238.37 110,226.78 $348 .838 110,116.31 $110.47 ' 
2 = 2,755 .67 244.33 109,982.45 ss 109,767.47 214.98 i 
3 i 2,749.56 250.44 109,732.01 - 109,418.63 313.38 
4 m 2,743.30 256.70 109,475.31 109,069.80 405.51 | 
5 2,736.88 263.12 109,212.19 = 108,720.96 491.23 
6 = 2,730.30 269.70 108,942.49 = 108,372.12 570.37 
7 m 2,723.56 276.44 108,666.05 ” 108,023.28 642.77 
8 e 2,716.65 283.35 108,382.70 v9 107,674.45 708.25 
9 ™ 2,709.57 290.43 108,092 .27 “2 107,325.61 766 .66 
10 ~ 2,702.31 297 .69 107,794.58 ai 106,976.77 817.81 
11 ” 2,694.86 305.14 107,489.44 = 106,627 .93 861.51 
12 i 2,687 .24 312.76 107,176.68 n 106,279.09 897.59 
13 ” 2,679.41 320.59 106,856.09 in 105,930.26 925.83 
14 ss 2,671.40 328.60 106,527.49 "= 105,581.42 946.07 
15 ” 2,663.19 336.81 106,190.68 = 104,232.59 958.09 } 
16 = 2,654.76 345.24 105,845.44 ra 104,883.75 961.69 
17 4 2,646.14 353.86 105,491 .58 sg 104,534.91 956.67 
18 ™ 2,637.29 362.71 105,128.87 ox 104,186.07 942.80 
19 ” 2,628.22 371.78 104,757.09 7 103,837 .23 919.86 f 
20 7 2,618.92 381.08 104,376.01 - 103,488 . 39 887 .62 ' 
21 9s 2,609 .40 390.60 103,985.41 = 103,139.55 845.86 
22 7 2,599.64 400 . 36 103,585.05 ss 102,790.71 794.34 
23 ” 2,589.62 410.38 103,174.67 ™ 102,441.88 732.79 ' 
24 _ 2,579.36 420.64 102,754.03 vie 102,093.04 660.99 
25 > 2,568.85 431.15 102,322.88 as 102,744.20 578.68 | 
k 
26 ~ 2,558.07 441.93 101,680.95 = 101,395 .36 485.59 
27 = 2,547 .02 452.98 101,427.97 = 101,046.52 381.45 
28 “4 2,535.69 464.31 100,963 . 66 se: 100,697 .68 295.98 
29 ” 2,524.09 475.91 100,487.75 ” 100,348 . 84 138.91 
30 “ 2,512.19 | 487.81 | 100,000.00* 100,000.00 | ...... ? 





























* Including an adjustment of 6 cents. 
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From this equation the time of maximum difference may be es- 
tablished. When 
y=t (1+2)"—t—r (1+1)'+r, 
or simplified, 


(7-1) e 
2 


y=t+tir+o t—r (1+7)*+r 


it follows by differentiation that 


oti rt (1+2)¢+1 


dr 


and for dy 0, 
dr 


ome [oe +4)" 1444] 
tt 1 2 


or approximately, 


=* {i++ 
tt? 





ome 72 
: De-14 81] 
2 2 


Inserting now any value of r expressed in terms of ¢, for in- 


es , : 
stance >” in the equation for the difference between the two book 


values (formula 2), this will read 


t 
7 t t 
[re ft 
(14+6'-1 2 S} 2 2 Si] 
An analysis of this formula reveals that because of the fact that 


. St . . . . 
the fraction y slowly decreases with increasing #, starting from 


t 
a somewhat higher value for smaller 7’s, while always remaining 


1 — 
smaller than > the expression in parentheses represents a gradu- 


ally increasing positive quantity. Recalling that +h stands fora 
premium and —A for a discount, (formula 3) and the preceding 
deductions as to the maximum difference permit drawing the 
following conclusions: 

(a) With a premium involved, the mathematical book value is 
greater than the one derived by the pro-rata method, at any time 
during the life of the security. 

(b) With a discount involved, the mathematical book value is 
smaller than the pro-rata book value, at any time during the life 


of the security. 
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(c) The difference between the two book values, besides being 
proportional to the amount h, gradually increases until it reaches 
a maximum near the middle of the term, and from that point it 
decreases until the end of the term, when both values become 
equal at namely the redemption price. 

(d) Other things being equal, the difference between the two 
book values becomes more pronounced with higher interest rates 
and with longer terms. 

(e) A rough idea of the relative importance of the difference 
may be gained from the example given, a 6% 15-year bond to net 
5% and entailing a premium of 10.46%. In this case there was a 
maximum difference, near the middle of the term, of 0.96% of the 
face of the security. 

To show the accumulation of discounts, let us construct a 
schedule for a bond issue of $200,000, with interest at 5%, pay- 
able half yearly, a first redemption of $100,000 to take place after 
five years, and further redemptions to be made at the end of each 
following year at the rate of $20,000 each, the purchase price being 
$180,000. Under these conditions the income rate is 3.4825% 
for a half year. In this schedule too, both book values will be 
shown, the one obtained on the basis of the income rate of 3.4825% 
for a half year and the other by the pro-rata method, which dis- 
regards entirely interest for the discount accumulations. How 
the pro-rata method works in such cases is generally well known. 
It is sufficient to state here that as the principal outstanding is 
being reduced from time to time, there should be assigned to each 
period an accumulation factor proportional to the principal out- 
standing during the period. This may be established by adding the 
capitals corresponding to each period and multiplying the capital 
used during the individual periods with the reciprocal value of 
that total sum and with the amount of hin question. In the case 
under consideration, the sum of capitals for the period in use is 


10 X 200,000 = 2,000,000 
2X100,000= 200,000 
2X 80,000= 160,000 
2X 60,000= 120,000 
2X 40,000= 80,000 
2X 20,000= 40,000 


Total, $2,600,000 
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Consequently, the amount to be accumulated for a period with, 


$200,000 90,000 = $1538.46; for a 
2,600,000 


$100,000 5 p00 = $769.23, etc. 
2,600,000 


It appears therefore that the book value of bonds and mort- 
gages, whether with single or serial redemptions, if established by 
the pro-rata or a related method, will differ to some extent from 
the exact book value obtained by the so-called scientific method, 
and that the difference in question, although relatively small, 
may nevertheless assume substantial proportions in cases of larger 
principals. Neglect of this will not do much harm, if the security 
is held as an investment. When, however, a transfer is intended 
it may be desirable and well worth while to determine exactly the 
book value or the income rate of interest. 


say, $200,000 in use would be 


period with $100,000 in use 
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Commissions 
By WALTER MucKLow 


In a recent conversation with the editor, I tried in vain to ex- 
tract from him a request that I should write ‘‘something’”’ and 
also a promise that he would publish it in the JOURNAL. Natu- 
rally, I failed, but I did secure a half promise that if I would 
submit a ‘“‘something’’ he might read it. 

I happen to be somewhat deeply interested in cemeteries; 
not in accounting for them—their object and use are evident— 
but in accountancy connected with them; and it would appear 
that this is particularly fitting for one residing in Florida, where 
for the past few years we have been burying memories and other 
things, and are now experiencing the beginning of a resurrection 
and of the better life which assuredly awaits us: in other words, 
resurrection has begun in what the pessimists thought was a 
valley of dead bones. 

At any rate, I suggested cemeteries as a cheerful and interest- 
ing subject, but the editor discouraged me with the statement that 
‘‘Cemeteries are dead,’’ to which the obvious retort was that ‘A 
voice from the dead sometimes receives attention.”’ 

There are several methods of approaching a cemetery. One 
may go in a hearse, and in that event the passenger sees nothing, 
or one may go in a motor car and by observation may gather 
some ideas for use in other directions. If one approaches the 
matter by the second method, one comes across the payment of 
commissions to salesmen, especially of real estate on an instal- 
ment plan, a subject of interest not only to cemetery owners but 
to a larger class, namely, real-estate owners and dealers. 

Some four or five years ago, all accountants practising in 
Florida were called upon to audit accounts in which salesmen’s 
commissions played an important part, and many of us encoun- 
tered difficulties. Unfortunately our clients usually thought 
they had not sufficient time to consult us in advance and, there- 
fore, the accounts presented to us were, not seldom, far from being 
satisfactorily stated and there was no opportunity to perfect 
imperfect systems. 

The accountant who writes these words, examined numerous 
‘“systems,”’ but none appeared to him to meet all the require- 
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ments, and it was not until quieter times came that there occurred 
the opportunity to test other methods. 

The plan which is described below differs radically from any 
which the writer has seen, but in practice it has proved efficient 
and it provides for easy and frequent reconcilements with the 
controlling accounts in the general ledger. 

The calculation of commissions is subject to so many vagaries 
that it is impossible to mention them all in a short article, but 
it is hoped that the example which is given will illustrate the 
method sufficiently clearly to enable a reader to adapt the idea 
to any particular set of requirements. 

A common situation may be described as follows: 

Lots are offered for sale at various prices, on various terms, 
ranging from cash sales to terms extending over years. 

Sales are made by a body of salesmen, who may receive various 
rates of commissions, paid in instalments as purchasers make 
their remittances. 

There are various over-riding commissions to sales managers, 
advertising managers and other managers. Frequently the 
commissions on a sale are divided among several salesmen. 

All commissions are contingent upon the purchasers making 
their payments, and, as payments are made, the commissions 
cease being contingent and become earned. 

It is assumed in the examples that all sums paid by a purchaser 
on account of his lots are credited to salesmen until the entire 
commission is so credited. Frequently only a portion of such 
payments is so credited, but this does not affect the principle. 

Advances are made periodically to the salesmen and to the 
managers—perhaps in regular amounts at regular intervals, 
perhaps irregularly as to both amounts and periods. 

We have, then, three accounts to deal with, each of which 
must be kept separate, although they are all related to each 


other. 
These three accounts may be called: 
1. Contingent commissions, entered when a sale is made. 
Earned commissions, being that portion of the above 
which has become payable to the salesmen on account of 
payments made by the purchaser. 
3. Advances, namely, cash paid to the salesmen and man- 
agers on account of commissions. 
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These accounts are brought into the books as follows: 

Contingent-commissions account is credited each month, 
through the journal or sales register, with the total commissions 
on sales made during that month, and commission account is 
debited. This latter is an operating expense which is closed into 
the profit-and-loss account. Periodicaliy, as suggested below, 
the contingent-commissions account is debited with advances and 
when these equal the total amount credited, the liability is dis- 
charged. 

Earned-commissions account is a memorandum account which 
does not appear on the general ledger, but the balance can always 
be ascertained from the statements rendered to salesmen. 

Advances account is charged from the cashbook with amounts 
paid to the salesmen from time to time and periodically may be 
closed out into the contingent-commissions account. 

It is required that the records be kept in such a manner as to 
show each salesman’s account in detail and in such a way that 
the totals may be readily checked with the controlling accounts 
in the general ledger. 

In the case of large concerns doing an active business, a large 
force of salesmen may be employed and a good many managers 
may be involved, but in the examples given it will be sufficient to 
show only the one page illustrated herein; it being understood 
that any requisite number of short leaves, cut to the heavy line 
in the illustration, may be inserted. A page is opened for each 
salesman and one for each manager having an over-riding com- 
mission, these latter being treated as are the pages for salesmen. 

In the general ledger we open accounts, headed, respec- 
tively: 

1. Contingent commissions 
2. Advances—and we have a memorandum account 
3. Commissions earned 

Of these, numbers 1 and 2 are by far the most important, for 
No. 1 gives the total liability of the principal and No. 2 the total 
cash paid on account thereof. 

A sales journal is maintained, in which all sales are entered, 
whether made for cash or on terms. It is convenient to number 
these sales consecutively and, if it be desired, to subdivide the 
sales into several classes. A separate series of numbers may be 
used for each class, each one having a letter of the alphabet to 
distinguish it, e.g., A-1, A-2, A-3, B-1, B-2, B-3 and etc., etc. 
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This sales journal should, in general, show: 
Number of sale 
Name of purchaser 
Address of purchaser 
Description of property sold 
Sales price 
Cost price 
Profit 
Total contingent commission 
Names of salesmen and the amount of commission going to 
each 

It may be that some sales do not carry any commission, but it is 
well to enter on the commission register every sale made, as it 
then affords a valuable record when, in the future, it is desired 
to ascertain any particulars of the commissions allowed or 
earned. 

The methods of paying salesmen vary, but it is usually wise to 
provide for their payment only at stated periods, usually weekly, 
fortnightly or monthly, for, if business be active, the accounting 
department may be overburdened if salesmen expect payments 
daily or at irregular periods. If commissions are to be paid 
weekly the accounts should be closed, say, on Thursday night, 
and payments made on the following Saturday. 

A common custom is to provide each salesman with a fixed 
drawing account, payable, say, weekly, and to prepare monthly 
statements. In such circumstances it may be provided that a 
salesman draw only a portion of his earned commission for a given 
month, the balance remaining with the owner for a stated period, 
say, three months, in order to afford the owner protection against 
barren months. Such a provision is easily carried out by this 
plan, by showing such details on the monthly statements. 
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Turning to our illustration: 





Total 
Comm. Jan. Feb. Mch. Apr. May June July Aug. 
A. BAKER 
January 
142 Timson 100. 
143 Adamson 80 80. 40. 10 10. 10. 10. ——_—_——__________ 
149 Cuppedge 75. 
150 Marx 60. 
151 Hoover 40. 40. 20 5 5 — 5 5 
152. Miller 150. 7. 28. of s/f ¥ 0 
153 Lamb 80. 
154 Walker LD PP_PPP””_DI™_D™LO™—D™OPOP”PPPPPOOOPPPPOOSD_POP_PPDPDPODPDOPOD OD OLD 
170 Bright 55. 
171 Fisk 30. Th. Di neem 
Total 12401 500. 270. 25. 30. 20. 35. 





This is a sheet 11 x 8%” of stock, ruling, punched for a ring 
binder. 

1. Let us suppose that our record commences with January; 
then at the end of January, all sales made in that month will be 
written in on a typewriter, showing sale number, name and total 
commission and the word “‘January”’ is written at the head of 
the list. 

2. Thesecommissionswill be added and the total must agree with 
the amount charged in January to contingent commissions, prov- 
ing that all commissions are entered in the commission register. 

3. If Mr. Baker is the first name on the list of salesmen when 
arranged alphabetically, his name is typed as shown. 

4. Each of the columns is headed with the name of a month, 
as in the example. 

5. Loose leaves are cut to the size indicated by the heavy black 
line, and one such sheet is devoted to each salesman and to each 
manager, his name being typed at the head of his page in place of 
the ‘‘A. Baker.”’ 

6. Each commission shown in column 1 is then entered on the 
sheet of the saleman to whom it is to be credited. In the ex- 
ample, four are credited in whole or in part to A. Baker. 

In the cases of sales Nos. 152 and 171, the commission is split. 
Baker is credited with a portion and the remainder is divided 
among other salesmen and entered on their short sheets, similar 
to that for Baker. 
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7. It is assumed in the example that salesmen are to be paid 
their commissions as collections are made and that all collections 
are so credited until the entire commission is paid. 

8. At the close of January, one takes the sales sub-ledger, 
showing the individual accounts with purchasers and from it 
enters in this register the total payments made on each sale. 
These entries are made on the page of the salesman who is 
credited with the commission; e.g., Baker’s sheet shows all 
receipts on sales 143 and 151 and his share of the receipts on sales 
152 and 171. 

9. Each column headed January is added and the totals carried 
to a summary sheet, the total of which will show the total com- 
missions earned in January. 

10. At the close of February and each succeeding month similar 
entries are made. 

11. At the close of each month there are entered in the appro- 
priate column all receipts made on sales in previous months, 
taken from the customers’ accounts in the sales sub-ledger, until 
the entire amount of the commission is collected; e.g., in the 
form shown, sale No. 143 yields $10 in February, March, April 
and May, when the commission is fully paid and a heavy line is 
drawn. 

12. Each sale must be examined each month until the com- 
mission is fully earned; it is convenient to place a Vv in the 
monthly column if no payment be made in any month and, when 
the commission is completed, a heavy line may be drawn, as indi- 
cated, and a V/ placed against the first column, (as in No. 154) 
showing that no more commission is to be entered. 

13. At the close of each month a statement is rendered to each 
salesman, showing the commissions earned in that month on all 
his sales which are still open and, also the contingent commissions 
credited to him in that month; as follows: 


Contingent Earned 

A. Baker: Jan. 
Me. 343 Adamwon.........55.. $80.00 $40.00 
fe SE ee ee 40.00 20.00 
i Ccciehececwandeaa 75.00 25.00 


etc., etc. 


The above sales will appear on each of Baker’s accounts for 
subsequent months under ‘‘earned,”’ until fully paid up., e.g., 
Nos. 143, 151 and 152 will appear in the second column at the 
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head of the statement for each subsequent month until the $80.00, 
$40.00 and $75.00 are fully paid. 

Advances must be taken from the cashbook or voucher record, 
according to the system used. 

If a regular sum be paid weekly, as is often the case, no ledger 
account is required, but if paid irregularly the amounts should be 
posted to the debit of salesman’s account in a sub-ledger for com- 
missions and this account may be credited with the commissions 
earned, as shown on the register. 

It is wise to make out salesmen’s monthly statements monthly 
and to carry forward the totals from month to month in some 
such form as the following: 

Contingent Commissions Advances 
commissions earned 
Baker 
ee OCT eee $500 .00 $270.00 $350.00 

These totals should be carried forward to February. For in- 

stance Baker’s statement for May might be in the following form: 


STATEMENT OF COMMISSIONS OF A. BAKER FOR May 
Contingent Earned 


Ma. 343. .Anmemnee Cham: GOIOED. «nn... 50 500s esdedccsnes $ 10.00 
ET ECCT CET ET Ee eee 5.00 
BEE MES cai ccdteacederkverseassaneeeeeamass 10.00 
Feb.. 
MN. s cede ceewes  ancenamee 
CO EP eee err ee 
ee Re $ 20.00 10.00 
Os ANS seas. an 40 eS Als Sw ek a ; 80.00 40.00 
SUI. 's. 6. 9:'di ue & ima ges Se. eres ohare anes anata ele 60.00 60.00 





$160.00 $250.00 
Balance brought forward (i.e.) advances in excess of 











SS GI, ook ica docs Cosi sdaccbecaemeeres $225.00 
PR IIE as 5 obo dbcinnsascdwee dd waemaeden 250.00 
475.00 
SNE OR BONO. so 00d cdwiecndednsscenswadeenmeenains 250.00 
Se NOE ons 6's d. k.csns Vdedd nnd deine sam Dr. $225.00 
Totals to date: Advances Contingent Earned 
Peer DOENNONN. , .. cia ces xes ad demrnceet $1,100.00 $1,600.00$ 900.00 
PI is os Cok kd 4k RS 250.00 160.00 250.00 
Carried forward to June................+. $1,350.00 $1,760.00 $1,150.00 
Contingent in excess of earned............. $610.00 
Advances in excess of earned.............. 200.00 
Contingent in excess of advances........... 410.00 
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If these salesmen’s monthly statements be carried to a sum- 
mary sheet, the total of contingent commissions and of the 
advances should agree with the totals of these accounts in the 
general ledger. 

The advantages of preparing these monthly statements are 
obvious. Not only do they show the salesmen each month the 
conditions of their accounts, but they bring out clearly the rela- 
tions between the contingent commissions, the advances and the 
earned commissions. 

In some offices it is the practice to credit advances account on 
the ledger with the commissions earned, the balance being an 
asset or liability, as the case may be, but the writer prefers not to 
make such entries until the books are closed, as it prevents check- 
ing the totals of these accounts as shown on the salesmen’s ac- 
counts against the trial balance. Furthermore when the entries 
are not made until the books are closed the difference can clearly 
be shown on the monthly statement of operations where such a 
deduction can be made. 

I feel it necessary to apologize for dealing so deeply in detail, 
but the matter is of some importance and it seems to be impossi- 
ble to explain it clearly by following the easier and pleasanter 
course of dealing in generalities. Therefore, I trust my efforts at 
description have not failed entirely in reaching their objective. 
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Accountancy in the Control of Chain Stores 


By EpGAR R. SCHERICH 


This paper is written in an effort to contribute constructively 
to the progress of chain-store merchandising and especially to a 
greater reliance on the accounting function in business to furnish 
the material through which the executive control is maintained 
and expanded. It is not submitted as a definite programme for 
any group of chain stores, but it has been evolved from a close 
investigation and study of one group of retail grocery stores 
which has been continuously successful for more than a quarter 
of a century, and it is, therefore, only a short step to specific 
application. This is, in fact, an adaptation of an accountant’s 
report which was written to meet specific conditions, and those 
paragraphs relating exclusively to fundamental theory and ac- 
cepted practice are retained as forming an excellent background 
for the presentation of the ideas concerning the individual chain 
grocery store. 

In discussing this matter of progress, one cannot do so intel- 
ligently without, consciously or unconsciously, creating a vision 
of the future and holding it up before one’s eyes as the goal of 
tomorrow or next year or even of the next decade. If one knows 
the results for which he is striving, he can make straight-line 
plans to obtain those results. On the other hand, if one has 
no clear cut vision of the future there can be little real planning 
and that without codrdination. 

Vision and creative imagination constitute the first element 
that will always be found in any large success, in the building 
of any great organization or in the creation and maintenance of 
an outstanding business. Attention is called to this one of six 
great factors in the success of any business enterprise because it 
is desirable to keep this factor in mind throughout the reading of 
this article, and because on the exercise of vision and creative 
imagination, more than on any other thing does the value of 
accountancy depend when applied specifically. Accountancy 
is to the planning executive what powerful binoculars are to eyes 
striving to pierce the veil of distance. 

Business men too often little appreciate the real value of 
accountancy as rightly applied, maybe because accountants 
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themselves do not see nor understand that value. Too often 
accountants lack that vision of the man who is looking forward 
to new and to better things and try to prescribe accounting 
according to some well known and time-honored custom. Is it 
not the accountant’s province in the business world to walk side 
by side with the business organizer and manager, get and keep 
his point of view, aid his enterprise and refrain from casting in 
his path the stumbling blocks of custom? Surely the accountant 
should be as well trained in the elements of business success and as 
able to recognize the various factors of success and failure as the 
management. If he lacks vision, or is in any way doubtful 
concerning the rules for failure or success, then neither he nor his 
department can ever be worth much to management. At best 
he can only serve (a) to establish the financial position of the 
company and (b) in some poor measure to protect and safeguard 
its assets. 

However, in the modern conception of the entrepreneur, these 
two primary objects of accountancy are greatly overshadowed 
by a third, (c) control of operations. Of course volumes have 
been written in the discussion of each of these objects. Each 
has been the subject of countless interpretations and it is not the 
purpose of this paper to enter into any discussion of these objects 
except to point out their relative importance to management. 

Establishment of financial position and earnings record of an 
enterprise is important, and ever will be, because through it one 
determines the extent to which it is subject to that other element 
of business success, ample financing. However, if accounting 
were confined to this object alone, the effort expended in attain- 
ing it would be comparatively light. 

It is the second of these objects, protection and safeguard of the 
company’s interests, on which business men and accountants in 
the past have centered their efforts, often to the introduction of 
greatly complicated systems and burdensome routine. In a 
great majority of accounting cases, energies have been directed 
against theft and misappropriation of money. Very often they 
have overlooked the equally important safeguarding of other 
assets such as inventories, accounts receivable, working assets, 
et cetera. Today, management wants to know that all assets, 
whether cash, goods, choses in action or fixed property, are 
adequately protected against dishonest and disloyal employees. 
But still further, management is now interested in protection 
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against carelessness and inefficiency, and in conserving the 
company’s interests of whatever nature, tangible and intangible, 
against waste. 

Intelligent control through records is the third and most 
important object of accounting and another of the six outstanding 
elements of business success. It is in the development of this 
object of accounting that progress has been sadly lacking; 
the business man and accountant alike seem little to realize the 
mighty tool which they have in their hands for constructive 
work. 

Failure to take full advantage of accounting to exercise intel- 
ligent control of operations can almost always be traced to a lack 
of effective planning. With a little vision and constructive 
imagination, when once results to be obtained are clearly seen, 
it is a comparatively simple matter to work out the system that 
will give the utmost in effective control. The general plan of 
operations should include accounting as an integral part rather 
than as something separate or detached. And both routine 
and personnel should be subordinated to the general plan rather 
than the plan to either special routine or the conflicting whims of 
the various people charged with the execution of the plan. 

In a majority of cases, accounting systems grow with the busi- 
ness and development is the result of fitting or refitting the 
system to meet some prescribed routine. One must understand 
management’s aim in business, its point of view and then develop 
the results that are expected or desired and the methods to be 
used. With a clear-cut picture of the future in mind, with desir- 
able results standing well outlined in the foreground, one can 
make a survey of the available methods and routines that may be 
followed to secure such results and determine the relative costs of 
methods and routines in comparison with results to be obtained. 
Under this procedure methods and materials are subordinated 
to the end in view, and management does not take the risk of 
having inadequate accounting. 


WHAT MANAGEMENT SHOULD ExXPEct oF Its ACCOUNTING 


In order that the reader may estimate the value of his own 
accounting system, or of any accounting plan which may be 
contemplated in his business, the following catalogue of reason- 
able requirements, all based on fundamental theory of manage- 
ment and proven in practical application, is submitted. By 
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this catalogue he may ascertain if he is obtaining from his own 
accounting plan that which he has every right to expect. 


1. Segregation or grouping of accounts to aid functional 
control; 

2. Automatic revelation of the unusually good and the unusu- 
ally bad features of operations; 

3. Exact accounting for all money, goods and property; 
placing a definite responsibility and accountability on 
some individual for both tangibles and intangibles; 

4. Instant comparison of receipts and expenditures by days, 
months, years, with standard performance and with 
representative performance; 

5. Furnishing instantly statistics which reveal the efficiency 
or inefficiency of employees; 

6. Furnishing sales statistics which reveal customer prefer- 
ences and the buying habits of the communities; 

7. Furnishing statistics on all relative matters, both internal 
and external, which may be used or wanted as a guide in 
the executive control of the business; 

8. Providing management with statements of operations, 
within the shortest time after the close of the period, 
without creating an excessive or peak load in the account- 
ing department near and at the close of the period, such 
statements to reveal excellent and poor or indifferent 
showing, without the necessity of going through a lot of 
detailed statements, and, at the same time, to reveal 
the causes; 

9. Securing the desired results economically without friction 
or unnecessary burden on the part of producing depart- 
ments; 

10. Providing standard practice instructions to guide em- 
ployees in all financial and record transactions and to 
place definitely the responsibility of employees for 

money, goods or property over which they exercise 
control. 


This catalogue does not list everything that should be expected 
of a modern accounting plan. Other things, which have been 
omitted, are probably much better recognized than the ten 
enumerated here. These ten, however, have been chosen because 
they are the connecting links between accounting and control 
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of business management. While these ten requirements are 
readily accepted and easily understood, it is in their interpretation 
and practical application that skill and special knowledge are 
required. 

A further analysis of these ten requirements reveals that they 
can really be boiled down into five principles of scientific manage- 
ment. Or, putting it another way, the ten reasonable require- 
ments listed are the exponents of five principles of management. 
These principles are: (a) functional control; (b) accountability; 
(c) attention to the unusual; (d) conservation of executive time 
and labor; (e) education. 

Before discussing any of these principles as applied to chain- 
store retailing, it is well to make it plain that an accounting plan 
may function perfectly and fulfill every one of the requirements 
listed yet utterly fail of utility because the management fails 
to take action upon the information obtained through the opera- 
tion of the accounting plan. Accounting is a wonderful tool in 
the hands of an experienced and skillful workman, but it does 
nobody good unless it is working constructively. Prompt and 
decisive action will insure maximum results. Only unfailing 
good judgment will guarantee that those results are the right 


kind. 


FUNCTIONAL CONTROL 


The old military system of straight-line control, the system 
whereby all initiative originated at the top of the line of authority 
and passed by successive stages downward until it finally came 
to rest with the laborer who actually performed the operation, is 
fast disappearing from the field of large business operations. 
In its place has come a system which has been characterized as 
“functional control.’” This new system involves division of 
labor and emphasizes the advantage of training to do one job 
and do it well over the unrestrained effort to handle many jobs 
at one time. It requires that operations shall be controlled by 
functions rather than by departments, and that functions be 
coérdinated by the chief executive or by an executive committee. 
This system permits the use of special knowledge in the control 
of every function which it was not possible to use effectively under 
the military type of control. 

The functions of retail grocery stores may be divided into 
primary and secondary. These functions are there whether they 
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are exercised as such or not and whether the old line or new system 
is in practice. It is possible that some of the secondary func- 
tions are not yet always developed, but therein lies opportunity 
for progress. 

The primary functions are (a) purchasing, (b) warehousing and 
(c) selling. The secondary functions are (1) transportation, 
(2) advertising, (3) display, (4) location of stores, (5) rents, 
(6) property, fixtures, arrangement, (7) personnel, (8) office 
management, (9) accounting. There is, of course, the function 
of management, which is not listed as either primary or second- 
ary but is a function nevertheless. It is the codrdinating influ- 
ence which presides over all other functions. There is also the 
function of finance which might be considered as both primary 
and secondary. 

It is impossible to separate these functions, because there 
is often no visible line of demarcation between functions. Con- 
sequently functional control demands team play and the coépera- 
tion of all workers. For instance, the personnel function invades 
all departments and every other function; office management 
includes the control of all office workers and office routines 
whether attached to purchasing, selling, accounting or other 
function; and accounting controls the gathering of figures 
regardless of what other function is concerned with them. 
Functional control does two things—first, it uses special knowl- 
edge or skill to govern every transaction and, second, it requires 
team play and consultation among all executives. 


CONTROL THROUGH THE USE OF THE UNUSUAL 
George Horace Lorimer in his “‘ More Letters from a Self-Made 
Merchant to his Son,’ writes: 


‘“‘In the first place, you don’t need to bother very much 
about the things that are going all right, except to try to 
make them go a little better; but you want to spend your 
time smelling out the things that are going all wrong and 
laboring with them till you’ve persuaded them to lead a 
better life. For this reason, one of the most important duties 
of your job is to keep track of everything that’s out of the 
usual. If anything unusually good happens, there’s an 
unusually good man behind it, and he ought to be earmarked 
for promotion; and if anything unusually bad happens, 
there’s apt to be an unusually bad man behind that, and 
he’s a candidate for a job with another house.”’ 
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The principle here laid down is so self-evident that further 
discussion would be a waste of time. The practical application 
of this principle is the task of the accounting function. It is 
the work of the accounting function to determine the unusual in 
all departments of the business and to present the facts in concise 
statements to the management. 

Before anyone can determine the unusual, it is first necessary 
to determine the usual. In cost accounting, this is spoken of as 
setting a standard or applying standard costs. In commercial 
accounting, it is spoken of as budgeting. The idea is to find out 
what normal conditions are and what revenues and expenses 
should be under normal or probable conditions. This entails a 
great deal of careful planning on the part of accounting officers 
and still greater study and analysis on the part of operating 
officers, but the results of careful planning, study and analysis 
are well worth all the effort given to them. 

When a standard scale of operation is set up for every function, 
going into sufficient detail to separate conflicting factors, it is 
then a comparatively simple matter to establish actual accom- 
plishment and compare it with the standard. It is in this process 
of comparison that the unusual appears, and when the accounting 
plan is properly drawn the process of picking it up for executive 
attention is automatic. 

Standard performance is supposed to be the best possible 
showing that can be made. It is not, however, the only basis 
of comparison that is possible or desirable. In fact the usual 
basis for comparison is past performance. Comparison with 
past performance ignores altogether the quality of the per- 
formance, and the tendency is to rejoice over any improvement 
when the probabilities are that the improved performance 
compares unfavorably with what the performance should have 
been. 

There is another basis of comparison, especially effective in the 
control of chain stores. This is the comparison of actual per- 
formance with representative performance. In fact this com- 
parison has much more psychological value than comparison with 
standard performance. Representative performance is flexible, 
which is both a merit and a fault. The tendency to error in its 
use is eliminated only by the use of good judgment in its applica- 
tion. On the other hand, good judgment may suggest variations 
which are helpful to meet existing psychological conditions. 


287 











The Journal of Accountancy 








ACCOUNTABILITY 


Too frequently one sees executives who demand an exact 
accounting in all money matters, sometimes displaying harshness 
and evidence of suspicion, but on the other hand never think of 
requiring an accounting for merchandise. Consistency is always 
a desirable quality in management. In the case of accountability 
it is not only desirable but necessary. What good is there in 
locking the cash register and leaving the store filled with mer- 
chandise open to all kinds of carelessness, theft and manipulation? 

It is not enough, therefore, for accounting to trace merchandise 
into a retail store in the terms of money, drop there its surveil- 
lance, and jump to the cash register, leaving the merchandise in 
the store to take care of itself. That gap in accounting control 
must be filled and it is by no means an easy thing to do. Espe- 
cially is this true where sales records must be kept by the selling 
force, as is the case in the retail grocery store. 

Of the methods already developed for control of merchandise 
operations within the retail store an elaboration of the gross- 
profit method seems to be the only one giving the desired results 
with the economy desirable in this kind of store. 

In mass selling, theoretical gross profit is never realized. 
Marking up 331%4% over cost represents 25% on sales. At the 
end of a period the seller takes stock, finds only 20%, or perhaps 
22%, is realized and becomes conscious of the fact that some- 
where there has been a loss of from 3% to 5%, which may be as 
much as the net profits. If this invisible loss could be saved in 
many cases the net profits could be doubled. But unless one can 
put his finger on the factors which cause this often invisible 
shrinkage, efforts to reduce it will probably be of little avail. 

It is, therefore, necessary to determine and classify the factors 
involved and to keep accounts with as many of them as possible. 
The following classification will serve for the present discussion 
as it may be used to explain any loss in gross profit which may 
occur from the time the goods leave the warehouse, or direct deliv- 
ery by manufacturer or producer, until the money representing 
the sale price of the goods is deposited in the company’s deposi- 
tory. 


1. Errors in pricing and extending: 
(a) Warehouse requisitions, 
(b) Invoices for direct store deliveries. 
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2. Errors in charging: 
(a) Warehouse requisitions, 
(b) Invoices for direct store deliveries. 
3. Losses in making change. 
4. Destruction of merchandise: 
(a) Breakage, spillage and tare, 
(b) Shrinkage, spoilage and evaporation, 
(c) Obsolescence and deterioration. 
. Price changes—authorized: 
(a) Declines—showing a loss, 
(b) Advances—showing a gain. 
6. Special sales—authorized. 
. Special sales—unauthorized: 
(a) Where credit is extended to make a sale, 
(b) Where price is cut to make a sale, 
(c) Where sales are made to “‘friends’”’ at unauthorized 
prices. 
. Theft of merchandise: 
(a) By driver of truck, 
(b) By store employees, 
(c) By store manager, 
(d) By customers, 
(e) By strangers when store is closed. 
9. Theft of money: 
(a) By store employees, 
(b) By store manager, 
(c) By strangers. 


wn 


~ 


oo 


The contribution of the factors under groups 1, 2 and 3 to the 
invisible loss in merchandising can be nothing but negligible, 
unless there is a deliberate attempt to hurt certain store managers 
or on the other hand to make a favorable showing for certain 
managers at the expense of other managers. Either is a possi- 
bility, but the probability is remote. Errors which are not 
deliberate will not be confined to any one store or group of 
stores and it will be found that the “‘overs’’ will almost surely 
compensate the shorts. So, unless there is something definite 
pointing in this direction, these factors may be eliminated from 
consideration. 

It is not meant, however, that precautions should not be taken 
to prevent unintentional errors of the nature indicated nor to 
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be sure that such errors are not being made intentionally. This 
should be on the audit programme of the organization’s internal 
checkers as well as on the programme of the outside accountants. 

It is possible to account definitely for the factors grouped 
under classes 4,5 and 6. In fact, if one is to accomplish anything 
in the control of invisible loss such accounting is imperative. 
Economy and expediency require that the store managers them- 
selves supply information on forms regularly supplied for the 
purpose. The fact that store managers themselves are interested 
parties does not condemn the procedure, for it is still possible to 
obtain reasonable accuracy in these reports and to detect those 
that have been deliberately manipulated. Here, more than 
anywhere else in the accounting, is the need for comparison with 
standard and representative performance demonstrated. With- 
out such comparison one is unable to learn what he should expect. 
With it one will be able to identify managers who have been 
careless about destruction of merchandise or are deliberately 
falsifying their reports. 

Let us suppose that in a group of 100 stores fifteen show some- 
thing out of the ordinary in their reports on factors grouped under 
4,5 and 6. The accounting department, either through its own 
workers or through the stores-supervision department, should 
immediately institute a check on these fifteen stores, and no 
matter what may be the conditions in an individual store there 
are methods available whereby the factors in probably 90% 
of the cases may be definitely determined. As previously pointed 
out, it is only those with unusually bad showing that have to 
be considered. 

The great majority of people are honest and one may reasonably 
assume that store managers are as honest as other folk. There- 
fore, if honesty were the only reason for a good showing with 
regard to any of the factors listed under groups 4, 5 and 6, the 
representative performance of the two-thirds of managers who 
have the best showing may well be considered as the measure of 
honesty one has a right to exact of all managers and proceed to 
bring the other one-third up to that average. But there are 
other reasons which have substantial effect. Two of these 
reasons are sure to be much more prevalent than lack of honesty 
among managers. They are carelessness and inefficiency. Man- 
agers who are absolutely honest may be very careless and ineffi- 
cient. Therefore, all the factors listed under group 4 should be 
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controlled by comparison with standard performance rather than 
with representative performance, because representative per- 
formance does not set up a true gauge of efficiency. 

Factors listed in group 7 are not in themselves dishonest. They 
are, nevertheless, contrary to good policy, and the manager who 
consistently violates the avowed policies of the company 
for which he works is disloyal. No company can violate its 
published policies, however intermittently it may do so, and not 
lose some of its prestige. Therefore, losses from the factors 
in group 7 must be considered, from the standpoint of control, as 
resulting from disloyalty and dishonesty and they are to be treated 
assuch. No other course is open unless the company acknowledge 
privately a policy inconsistent with its published policies and 
permit managers to report on these losses as they report on losses 
from groups 4, 5 and 6. 

There are now left groups 8 and 9, which are losses attributable 
directly to dishonesty, whether of employees, customers or 
professional thieves and robbers. It has been determined that 
factors in groups 1, 2 and 3 exert no appreciable influence on 
the results of operations. Results of factors in groups 4, 5 and 
6 are subject to a definite accounting. Therefore the dishonor 
factors, which must include group 7 as well as groups 8 and 9, 
can be pretty definitely weighed by first determining the extent of 
the gross-profit loss and then deducting therefrom the weight of 
accountable factors in groups 4, 5 and 6. With the weight 
of the dishonor factors definitely established there remains 
only the responsibility of the store manager to be worked out. 
The burden of this rests with the accounting function but by 
means of the process of elimination this is a relatively simple 
matter. 

It is the duty of the accounting function to determine the fac- 
tors resulting in loss, or bad showing, or the unusually bad, and 
the extent to which each factor has contributed. It is then the 
duty of management to determine the factors which will correct 
these unusual tendencies. Certainly as between accounting and 
management there is no longer any reason to be in doubt con- 
cerning the causes and extent of contributing factors of the 
heretofore invisible loss of gross profit; and the possible gains 
from the elimination of all or even a part of this loss are so large 
that there is no longer any excuse for not setting up the necessary 
machinery to effect its control. 
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CONSERVATION OF EXECUTIVE TIME AND LABOR 


It seems that accountants, particularly public accountants, 
delight in throwing together a mass of figures in a more or less 
elaborate report and then wonder why the executive to whom it 
is addressed does not become enthusiastic about it. The answer 
is simple. The ordinary executive is not an accountant and in 
all probability is not trained in reading accounting statements. 
He can not readily visualize the figures that he finds on the pages 
before him. Unless the figures are translated to language that 
he understands he fails utterly to grasp the meaning of important 
features that are perfectly plain to an accountant. On the other 
hand, the executive may have had accounting experience and be 
perfectly capable of reading the most complicated accounting 
report or statistical compilation, yet it takes a lot of time and 
study to go through a large report and find the things that ought 
to come to his attention, and he finds that he must either curtail 
his attention to accounting reports or forego other duties that 
also seem important. 

The gist of the matter is that the usual accounting report fails 
to satisfy, regardless of the fact that it may bea good report. One 
often wonders why the accountant so persistently holds himself 
aloof from the solution of this problem, when the answer for him 
is SO easy. 

There is probably no other business that lends itself so readily 
to executive control through the use of figures and properly 
prepared accounting statements as does the retail grocery chain. 
Certainly in no other business is it so easy to prepare statements 
which will conserve the time and energy of executives in getting 
at the essential facts. 

So well known are the advantages of having all figures at the 
earliest possible time that it is unnecessary tocomment on the propo- 
sition that the chain-store executive should have monthly reports 
covering the entire field of his company’s operations. There will 
be reports which he will want and should get from day today. But 
the monthly report will be the great instrument of executive control. 

The following outline of a monthly statement is submitted as a 
starting point for a company operating one, two or more groups 


of stores: 
1. Comptroller’s interpretations and comments. 


2. Detailed balance-sheet. 
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. Condensed balance-sheet. 

. Summary of losses and gains. 

. Statement of losses and gains—stores group No. 1. 

. Statement of losses and gains—stores group No. 2. 

. Analysis of direct store expense—stores group No. 1. 
Analysis of direct store expense—stores group No. 2. 
9. Stores statistical report—group No. 1. 

10. Stores statistical report—group No. 2. 

11. Special stores gross profit report—group No. 1. 

12. Special stores gross profit report—group No. 2. 

13. Special stores expense report—group No. 1. 

14. Special stores expense report—group No. 2. 

15. Analysis of warehouse expense. 

16. Analysis of truckage. 

17. Analysis of supervision. 

18. Analysis of administrative expense. 

19. Special report of unusual expenses. 

20. Turnover statement. 


w 


COND NT > 


One of the important features in this outline is the page or two 
of interpretations and comments by the comptroller. If these 
interpretations and comments are concisely made, written as 
statements of fact only, but with references to authorities and 
arguments found elsewhere, and if they deal with the vital points 
in the reports which anyone not an accountant might miss, they 
serve as an invaluable aid to the executive, as well as a time 
saver. Some executives object to comments by an accountant 
on the theory that it is a reflection on the executive’s own ability 
and an invasion of his prerogatives. It is held by some that the 
accountant, for purposes of harmony in the organization, must 
refrain from commenting on the figures, because it might offend 
the executives. However, if the comments and interpretations 
stay strictly within the realm of fact, even though reasonable 
conclusions are drawn from the facts presented, only the self- 
conscious executive would feel offended. 

A feature of the condensed balance-sheet should be the addi- 
tion of extra columns to show for each class of assets and liabilities 
the average per store. This is most useful in consideration of 
the financial structure and in keeping the investment per store 
ata minimum. It is also an effective guide in planning new 
stores. 
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Statements numbered 4, 5, 6, 7, 8, 15, 16, 17 and 18 should be 
presented in comparative form for periods, the current month 
being compared with the corresponding month of the preceding 
year and with the preceding month of the current year. The 
cumulated results to date should be compared with the results 
of the corresponding period of the preceding year. 

Because of their intimate connection with the discussions of this 
paper suggested forms of ‘‘statement of losses and gains,’’ and 
‘stores statistical reports’’ are presented herewith. It is in the 
former that the inside facts concerning the gross-profit loss are 
revealed and in the latter that the loss is traced to individual 
stores. 

It should be noted that the ‘‘statement of losses and gains”’ is 
divided into two parts, the first being headed ‘‘gross-profit analy- 
sis,’ and also that this part of the statement does not deal 
with retail sales but rather with the merchandise for sale that went 
into the retail stores during the month. The purpose of this part 
of the statement is to show the potential gross profit, as well as to 
set out the accountable features of the gross-profit loss and this 
method is pursued because it was found unsatisfactory to 
start with retail sales as their exact cost was not available. On 
the other hand, the monthly purchases are easily kept at both 
cost and retail, and as there is little fluctuation in store stocks the 
potential gross profit can be determined by thismethod. Of course 
considerable fluctuation in store stocks at beginning and ending 
of the period will influence the gross profit, and this is a matter 
which must have attention. 

The second part of this statement, which is the profit-and-loss 
statement, is the standard form for a trading company with the 
interpolation of three lines to show the “ gross-profit-dollar loss.”’ 
This is accomplished by the use of ratios. In the upper part of 
the statement the balance of potential gross profit is reduced to a 
ratio. In the lower part of the statement the realized gross 
profit is also reduced toaratio. The first ratio is then subtracted 
from the second ratio and the result (due allowance being made 
for fluctuation of store inventories) is the ratio loss of gross 
profit. The gross-profit-dollar loss is then found by multiplying 
the sales by the ratio loss. 

Further examination of this statement reveals the fact that all 
the accountable factors, that is, the factors in groups 4, 5 and 6, 
discussed in previous paragraphs, are taken care of in the upper 
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part of the statement. Therefore the gross-profit-dollar loss as 
shown in the lower part of the statement represents the loss that 
is due to the factors in the inconsequential groups 1, 2 and 3 and 
in the dishonor groups 7, 8 and 9. Of so little weight are the 
factors in groups 1, 2 and 3 that any red figure appearing in the 
lower half of the statement as gross-profit loss casts immediate 
suspicion upon the store managers to whom it is traced. 

This loss is easily traced to individual store managers by having 
the books so kept that the same type of statement is readily pre- 
pared for each store. For those that are seriously out of line, 
this idea of accounting for gross-profit loss in monthly reports is 
carried further by having these out-of-line stores appear on the 
‘special stores-gross-profit report’’ where the results are arranged 
in the same order as in the profit-and-loss statement except that 
the detailed classes of expenses are omitted and in their place 
is listed such information as (a) gross-profit ratio of best 20 stores, 
(b) number of times on special gross-profit report, (c) number 
of times on special expense report, (d) amounts recovered, 
etc. Only the stores with bad showings are on these special 
reports. 

In this statement it has been found that gross-profit results are 
best visualized in terms of ratio while expenses are compared 
with a predetermined budget. Stores, where the expenses are 
out of line, go on the special stores-expense report on which the 
detail of the expenses is shown. Wherever possible the particular 
expense that is out of line is indicated by brackets, asterisks or 
circles in red ink. 

With this outline, if the accountant has done his work con- 
scientiously and well, it will not take the executive who reads his 
report long to find the things that need his attention. However, 
it is not an outline with which a routine accountant can do much. 
On the other hand the man who puts it into execution should have 
considerable vision and be a real technician by whom the language 
of figures is easily translatable into terms of management. 


UsE oF ACCOUNTING IN CONTROL 


Every dollar spent in the furtherance of an accounting plan 
designed for the control of operations is wasted unless the danger 
signals are heeded and decisive action is taken whenever the figures 
reveal out-of-line performance. In other words, it is useless to 
spend money on any other than the simplest safeguard accounting 
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unless one makes use of the information obtained by control 
accounting. 

Sometimes when the accountant has revealed startling and 
often serious details in business operations, the executive says, 
‘“‘What would you do?” If the executive is a good man he does 
not do this just to avoid solution of the problem, but he does it 
because he has not grasped the accounting technique involved. 
In other words he is merely asking the accountant to put the 
matter into language that he understands. 

Let us take a case in point. Here was a group of one hundred 
stores. Statements were made quarterly rather than monthly, 
and at the end of one quarter it was found that twenty stores 
showed net losses ranging from $100 to $1500 for the quarter. 
The general manager, seeing nothing but the fact that these 
twenty stores lost money, treated them all alike and when he 
called in each of the managers to discuss the matter he could tell 
them nothing more than that they had lost a certain sum of 
money. Those of the store managers who knew why the 
money was lost were silent and those who did not know the reason 
were less able to cope with the problem than the general manager, 
so little progress was made. 

While the same conditions were going on into another quarter 
an investigation was made in which five of these twenty stores 
were shown to have lost money because of excessive direct store 
expense, some of which was avoidable, and the other fifteen lost 
because of a failure to make a satisfactory gross profit. Of the 
fifteen, one showed excessive price declines, three excessive special 
sales, one excessive merchandise shrinkage, and four showed 
excessive price declines, special sales and shrinkage. The other 
six stores showed normal declines, special sales and shrinkage, 
but their inventories were continually short. When this informa- 
tion was divulged, and a method of procedure was being sought, it 
was immediately apparent that two facts precluded a satisfactory 
approach toa solution. The first of these was that the statement 
upon which action had to be predicated was a quarterly statement 
which was already two months old. The other fact was that no 
internal machinery had been set up to distinguish the careless and 
inefficient from the dishonest. 

In 20% of the total stores in the group losses were accruing at 
the rate of 10% on the total investment in all stores. In the 
five stores showing excessive expenses enough could have been 
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saved to instal and maintain budgetary expense control over all 
stores. In theother fifteen stores a reasonable profit was sacrificed 
because the accounting plan had not been adequately fashioned 
for the purposes of control. 

The management might have done well to ponder over this 
proposition, especially in view of the fact that some of the fifteen 
managers might have been merely careless or indifferent. Wasnot 
the company itself careless in permitting the matter to assume 
such proportions without finding out as definitely as possible 
whether the losses were resulting from carelessness or dishonesty? 
All these men could not be discharged, and the company could 
not afford to retain them all. Some were inherently dishonest, 
others incorrigibly careless or indifferent, and they should have 
been discharged, but many of the others were excellent salesmen, 
with probably a large following. Any company in such circum- 
stances will find that it costs much less to help managers to master 
their shortcomings than it does to train new managers. 

Another approach to an understanding of the necessity for 
searching the figures for the answer to that question of invisible 
gross-profit loss, was made by several comparisons of individual 
stores with representative performance and of one group with 
another group. The following is indicative of these comparisons: 


Sales Grossprofit Ratio 


BE. BB ook oc cis cc nccccesccceceecss Ce Gn sare 
ES és tihecdekebbahesesnacuane 54,055.82 11,733.74 .2170 
75 stores with best performance.......... 50,789.04 10,591.60 .2085 
25 stores with poorest performance....... 42,287.60 7,683.72 .1817 
20 stores with best performance.......... 43,771.02 9,788.54 .2236 
80 stores with poorest performance....... 48,792.08 9,589.06 .1965 


It is readily seen that volume of sales has nothing to do with the 
ratio of gross profit realized. The twenty best gross-profit stores 
have only a slightly higher sales average than the twenty-five 
worst. Store No. 84 is better than the seventy-five best, but not 
so good as the twenty best, which would indicate that there is 
nothing unusual in its performance. On the other hand, store 
No. 21, on practically the same volume of sales, shows about 
$7.00 a day less in profits than store No. 84 and $8.20 a day less 
than the representative showing of the twenty best stores. Here 
is an illustration that not only shows to what proportions these 
gross-profit losses attain but may encourage managers to think 
and ask questions and thus to make money for the company. 
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STATEMENT OF LOSSES AND GAINS—STORES 
Group No. 1—June 30, 1929 








Gross-profit analyses 


Purchases at retail 

Purchases at cost............ 
Potential gross profit........ 
Potential gross-profit ratio. .. | 





eo ee ee 
IS as cetses denen 
Shrinkage—merchandise.... .| 
Shrinkage—produce..... 
Inventory shortage.......... 


Total losses 


Inventory averages 


Price advances Teer Tree 
| 
Total gains 


Net loss—above sources...... 


Balance potential gross-profit | 
CD cceveta<tadseeneetwes | 





Purchases at cost.... 


Inventory end of period..... | 
Cost of goods sold | 
Gross profit realized. . 
Gross-profit ratio............ 
Net potential G-P ratio 


Gross-profit-ratio loss. ....... 
Gross-profit-dollar loss 


Direct store expense......... 
Ee eee 
(a 
Warehouse... .. 3 
Administration.............. 
a nidig dna 6. 6st 
Total-expense ratio.......... 
Expense budget............. 
Gain or loss over budget... .. 


ON SE ee ere ree 
Net-gain ratio.............. 





This month 
last year 


Last month 


This month 


To date 





this year 


last year 
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STORES STATISTICAL REPORT 
























































June 1929 
—— ; ao —— 
} Gross-profit ratios Expenses Net gain 
Store 
= | Sales 
iNO. 
1] || Poten- G/n This 
HI } f 5s 3 J F 
] | tial Actual} Loss Budget | Actual L/s unit To date 
Becas | $2,801 49)| .2254| .1880) .0374|| $457.88) $587.92\$130.04 j8110.25 $1,210.40 
Ris wa | 4,917.55] .2260} .2131] .0129 815.93} 745.83} 70.10|| 270.20) 1,576.94 
S..scccll Galaeear .2263| .2063) .0200 638.62) 668.52) 29.90 98.01 649.04 
4 a 6eee | 6,305 . 04]| .2221| .2063) .0158)| 1,121.32) 1,091.21 30.11||} 284.04) 1,373.25 
5 +4 | 3,549 - 2304) .1871| .0433 780.20) 740.45) 39.75 65.15 381.29 
6. 1] 4,222 47/) .2240) .1762) —_ 798.45} 701.22} 97.23 91.42 521.17 
| 1 
— L ee 








If the management should start out with the avowed policy of 
bringing the performance of the twenty-five poorest stores up to 
the average of the seventy-five best, what would this mean in 
dollars and cents, if it were actually accomplished? The dif- 
ference in ratio is .0268 and the annual sales of these twenty-five 
stores with the poorest showing are $1,057,190. If the annual 
sales of these stores were multiplied by the increased gross-profit 
ratio there would be in sight a potential improvement of $28,332.69. 

If the programme were extended to bring the performance of 
the eighty poorest up to that of the twenty best, it would mean a 
gain in profits of $105,781.23 a year. If the programme were 
still further extended to bring all stores up to standard perform- 
ance and if success should attend the efforts, would the results be 
worth while? 
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H. P. BAUMANN, Editor 


AMERICAN INSTITUTE EXAMINATIONS 


{[Note.—The fact that these solutions appear in THE JOURNAL oF Ac- 
COUNTANCY should not lead the reader to assume that they are the official 
solutions of the board of examiners. They represent merely the opinion of 
the editor of the Students’ Department.]| 


EXAMINATION IN ACCOUNTING THEORY—AND PRACTICE—Parrt II 
November 15, 1929, 1 P. M. to 6 P. M. 
The candidate must answer all the following questions. 
No. 3 (25 points): 


Following is the balance-sheet of the Margo Manufacturing Company as 
at December 31, 1928: 





Assets 
Current: 

a a ee $ 50,000 

Customers’ notes and accounts receivable, less reserve........ 300,000 

a rad ala ied ad drain gids Gok a-RRNE wie Kiw wei gst bed 1,000,000 

EES EAE OREO LL ET TT RTT LT Oe $1,350,000 
Land, buildings and machinery, as appraised, less reserve for de- 

NT es Sir aeit gl asa Sa e C ee S EGE wee ch eed 6,200,000 
5 Sicha: dors Dele. wi ela.w kbrelh: al eiai ale aie 3.6 Asblater’s 20,000 
a eg hens sna ci are mlemnelad 1,000,000 

$8,570,000 
Liabilities 
Current: 

ON go. clawed & amen wesioemedeaenmners $ 800,000 

ee say d cima sk keene We aale eRe eee 400,000 

Accounts payable and accrued expenses... .............0065 500,000 

Ce ob i cinin wae disiace maate bh mneals $1,700,000 
Funded debt: 

First-mortgage 6% per cent. gold bonds......... $2,100,000 

ER Peery eer reer 400,000 2,500,000 
Capital stock: 

Authorized and issued— 

Preferred, 20,000 shares, 6 per cent. cumulative, 
eS eer ee 2,000,000 
Common, 15,000 shares, par value $100 each... 1,500,000 3,500,000 
Surplus: 

REE TE ie go ene oe oe oe 70,000 

ne INE OE UNE. 6 cvs ce caesvsenvee nen es 800,000 870,000 

$8,570,000 
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In order to provide working capital necessary for the continuance of the 

business, it is proposed to reorganize according to the following plan: 

(1) The authorized capital stock to consist of 50,000 shares of 6 per cent. 
cumulative preferred of a par value of $50 a share and 100,000 shares 
of no-par common. 

(2) The preferred and common stock now outstanding to be surrendered, 
the present stockholders to receive, for each share of preferred stock 
now held, one (1) share of new preferred of $50 par, one (1) share of 
common, no par, and warrant entitling to purchase, on or before June 
1, 1929, one-half (14) share of no-par common at $35 a share; for each 
share of common stock now held, two (2) shares of no-par common 
with warrant entitling to purchase, on or before June 1, 1929, one-half 
(44) share of no-par common at $35 per share. 

(3) Sale, for a cash consideration of $600,000, of one of the branch plants 
and taking up the serial gold notes of $400,000, a security for which 
the plant is mortgaged. The plant to be sold is carried on the books 
and included in the fixed assets at $750,000, the appraised value, 
less depreciation. 

(4) Issuance and sale of $1,250,000 seven (7) per cent. debentures at 95, the 
sale carrying with it a bonus of 5,000 shares of no-par common stock. 

(5) Application of the proceeds of the proposed financing to the reduction of 
bank loans, trade acceptances and accounts payable by $600,000, 
$350,000 and $400,000 respectively and the balance to additional 
working capital. 

Prepare a balance-sheet, as at December 31, 1928, after giving effect to the 

transactions set forth in the foregoing plan of reorganization. 

The expenses relative thereto may be disregarded. 


Solution: 
The following explanatory entries are given to support the adjustments in 
the working papers shown on page 303. 
(1) 
Unissued preferred stock, 6 per cent. cumulative.... $2,500,000 
Preferred stock, 6 per cent. cumulative—author- 


Ms < 5ovnsssdcuarewkoe<chekaaeeebneeas 
To record the authorized issue of 6 per cent. 
cumulative preferred stock—50,000 shares 


of a par value of $50 each. 


$2,500,000 


(2) 
Preferred stock, 6 per cent. cumulative (20,000 
SN os is odd ie eee eee a ee aes 
Unissued preferred stock, 6 per cent. cumulative 
CE MI. iia ca os od. cdes nan seaneewe ws 1,000,000 
Common stock, no-par value (20,000 shares)... 1,000,000 
To record the proposed surrender of the out- 
standing preferred stock on the basis of one (1) 
share of preferred of $50 par, and one (1) 
share of common, no-par-value stock with 
warrant for one (1) share of 6 per cent. pre- 
ferred stock of $100. par value. 
(3) 
Common stock (15,000 shares of $100 par)........ 1,500,000 
Common stock, no-par value (30,000 shares)..... 1,500,000 
To record the proposed surrender of the out- 
standing common stock on the basis of one (1) 
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share of common stock, no-par value, with 
warrant for one (1) share of common stock of 
$100. par value. 


(4) 
Rar cccha grate atte as osu aieuta ois b Oe Rens 200,000 
SSE EER PT OT Pee PTE PE 400,000 
Surplus—from appraisal of plant................. 150,000 
Land, building and machinery...... 750,000 


To record the proposed sale of branch plant, and 
the payment of the serial gold notes. 


(S) 
So held Be igh laine chia dara g Apne Be moa aba es a 1,187,500 
rr 62,500 
Seven per cent debentures...................-- 1,250,000 


To record the proposed sale of $1,250,000.00 of 
7 per cent debentures at $95. A bonus of 
5,000 shares of no-par common stock was 
given. 


Note—No entries can be made charging a bonus-stock account and credit- 
ing capital-stock account for nothing was received for the 5,000 shares of 
no-par-value stock given as a bonus. A memorandum entry showing the 
5,000 shares issued should be made in the capital-stock account. 


(6) 
PUOOUD PR VOUIO—DOOES. 5 once cece ccccesckccwaes $600,000 
Ns Sis duc ia debe WE Rex eesa cas 350,000 
Accounts payable and accrued expenses........... 400,000 
I gs ee Die a ai Sass, Nate SEAN wad Scien emai $1,350,000 


To record the proposed payments of certain 
current liabilities. 
No. 4 (10 points): 

You are called upon to ascertain the extent of the fraud committed and the 
disposition made of the funds so acquired by an individual real-estate operator 
—Mr. A—who, from certain trustworthy information, seems to have been 
issuing bogus mortgages. 

An obviously incomplete cashbook, practically all the canceled cheques and 
a partial list of properties and mortgages owned constitute the only available 
accounting records covering the apparent defaulter’s transactions. 

State, in detail, your method of procedure. 


Solution: 

From the incomplete cashbook, bank statements, endorsements, interest 
payments, tax bills, cancelled cheques, correspondence, purchase and duplicate 
sales invoices, and other available data, the auditor should compile a list show- 
ing the names and addresses, with the amounts of those parties to whom 
payments had been made or from whom cash had been received. These 
parties, except those to whom operating expenses had been paid, should be 
circularized with a request to send direct to the auditor, a description and the 
amount of any mortgages bought from or sold to Mr. A. 

From the information received in reply to this letter, and from any other 
available records, the auditor should construct a schedule of the mortgaged 
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properties, with description, including those properties covered by mortgages 
on hand. 

A search should be made of the county recorder’s records to determine the 
amount and description of any mortgages on properties listed. A comparison 
of the mortgages on hand and in the hands of customers, with those obtained 
from the search of the records in the recorder’s office, should disclose the 
bogus mortgages on hand and issued. 

If authentic information is available to indicate the terms of sale for which 
Mr. A issued mortgages, investigation could be limited to the same number of 
years, for in order to carry on successfully, it would have been necessary for 
him to redeem old bogus mortgages as they matured. 


EXAMINATION IN AUDITING 
November 14, 1929, 9 A. M. to 12:30 P. M. 
The candidate must answer all the following questions. 


No. 1 (10 points): 
(a) Define the following methods of depreciation— 
(1) Straight line 
(2) Reducing balance 
(3) Sinking fund 
(b) a briefly conditions under which you would recommend each method, 
and why. 


Answer: 

(a) The following are tentative definitions submitted by the special commit- 
tee on terminology of the American Institute of Accountants and published in 
THE JOURNAL OF ACCOUNTANCY, January 1928: 


Straight-line method: 

“The computation of depreciation in which elapsed time is the only factor 
considered. Cost is distributed over the expected life equally as to years, the 
entry being a charge to operations and a credit to depreciation reserve. The 
amounts so written off are not actually segregated and invested for the deprecia- 
tion fund but are left in the general funds of the business. This is the plan pre- 
scribed by income tax regulations.” 


Reducing-balance (diminishing-value) method: 

‘““Where such assets as office furniture, composed of many small items, are 
subjected to depreciation it is common, in order to avoid the burden of keeping 
records for each item and to avoid numerous small reserves, to increase the 
percentage rate of depreciation to deduct from the value of the asset the amount 
of depreciation instead of establishing a reserve, and in each year after the first 
to apply the depreciation rate to the cost of the asset diminished by the depreci- 
ation previously provided. This method charges the highest amounts in the 
earliest years, a result opposite to that of the sinking-fund method.” 


Sinking-fund method: 

“This method does not differ from the annuity method except that the funds 
are never used for general purposes; they are frequently invested in the purchase 
of bonds that have been issued against the assets on which the depreciation 
reserve is set up.” 
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Annuity method: 

“‘In applying this method, it is required to ascertain the amount of an annuity 
for the number of years of expected life of the asset that will, at the expiration 
of that time, at some fixed rate of interest, produce a sum equal to the cost or 
the replacement value of the asset. Then the amount of the annuity so ascer- 
tained is set aside each year to be invested for account of the depreciation fund. 

This has the disadvantage that the money must actually be withdrawn from 
the business and set aside, building up unnecessarily large cash reserves when 
the money might with advantage be used in the business. 

Sometimes the money nominally set aside is actually used for general corpo- 
rate purposes; in that case the amount to be charged to operations each year is 
increased by an amount equal to the interest that would have been earned by 
the fund had the money been invested for its benefit. If this be done the 
amount set aside each year is the same as the computed diminution of residual 
value at the end of each year, assuming (1) that the actual service rendered in 
each year is the same and (2) that the present value of the future service to be 
rendered by the asset be computed at the interest rate on which the annuity 
value was based. 

The earlier years then bear the smallest actual charge; this is justified by its 
advocates on the ground that an asset giving, say, 50 years’ service is better 
than one giving 49 years’ service by the present value of a year’s service to be 
rendered 50 years hence; at the end of one year there will be an asset that will 
give 49 years’ service. The charge for the first year is the depreciation so 
ascertained, that is, the value of one year’s service to be rendered in 50 years.” 

(b) In most cases, the straight-line method of computing depreciation should 
be recommended, because of its simplicity and because it is acceptable to the 
internal revenue department for income tax purposes. The reducing-balance 
method may be recommended whenever many relatively small assets of varying 
life are found, or whenever it is found that the assets in the later periods require 
a considerable expenditure for repairs. The sinking-fund method may be rec- 
ommended whenever it is found that a large investment is represented in the 
fixed assets which may be subject to a mortgage, and when it is desirable to 
accumulate a fund to retire the bonds or mortgage, or to build up a fund to 
replace the assets. 

No. 2 (10 points): 

You are called to audit the books of the Blank Corporation of Syracuse, N. Y., 
and you find a number of canceled voucher-cheques for considerable amounts 
drawn to the order of the X Company of the City of New York, with invoices 
attached but without bills of lading. Also there is a balance of account due 
the X Company for which you have received confirmation by mail. None 
of the materials invoiced appears in the inventory at the end of the year. The 
voucher-cheques are signed by the treasurer and approved for payment by 
the president, who is also the general manager. 

The bookkeeper tells you that the goods invoiced were delivered by a motor- 
truck company which does not issue bills of lading but merely takes the receipt 
of any employee receiving the goods. 

What would you do? 


Answer: 

The auditor should secure the invoices for merchandise from the X Company 
of the City of New York during the past month or two for the purpose of tracing 
this particular merchandise through the records of the Blank Corporation. 
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If the Blank Corporation is a trading business, the merchandise should be 
accounted for in the sales records and in the accounts receivable ledgers sub- 
sequent to the dates of purchase. A test of the margin of gross profit on such 
sales should be made also. 

If the Blank Corporation maintains records in its receiving and stores rooms 
and, as a manufacturing business, has cost records which are found to be de- 
pendable and which are a part of the general accounting system, the merchan- 
dise should be traced through these records to the sales journals and accounts 
receivable ledgers. 

Should any difficulty be encountered in following this procedure, duplicate 
signed receipts should be obtained from the motor truck company, and the 
employees whose signatures appeared thereon should be required to show the 
disposition of the merchandise. 

In certain circumstances, the gross-profit test should be applied. 

No. 3 (10 points): 

(a) Securities owned may appear under three captions on the balance-sheet. 
eee them, and state what class of securities should be shown under each 

eading. 

(b) lew would you verify such securities in preparing a balance-sheet to 
submit to a bank? 


Answer: 

(a) Marketable securities purchased for temporary investment with surplus 
funds of the company should be shown as current assets. Investments made 
for the purpose of securing a material interest in, or control of, other companies 
should be shown as permanent investments. Securities which have a limited 
market should be shown separately on the balance-sheet, and not with the 
current assets. 

(b) If the company is the owner of many securities in various companies, 
it would be well to prepare a list as follows before the securities are inspected: 

(1) Dates of purchases 

(2) Descriptions of securities 

(3) Number of shares of stock or par value of bonds owned 

(4) Cost of securities 

(5) Market value of securities (if no market quotations are available, the 
book value of the stock should be obtained.) 

(6) Interest and dividend dates 

(7) Interest and dividends received 

(8) Securities hypothecated, with whom, and for what purpose 


In addition, the balance-sheets of the affiliated companies should be obtained. 

The securities should be inspected by the auditor as soon as possible, and 
should be under his control until all of them have been examined. Certificates 
out for transfer, or those hypothecated should be confirmed by direct corre- 
spondence with the transfer agent or other holders thereof. 

In his examination the auditor should determine (1) that the bond coupons 
which are due subsequent to the date of the examination, are intact, and (2) 
that the stock certificates are in the name of the company, or that they are en- 
dorsed or are accompanied by powers of attorney if in the names of individuals. 

Purchase invoices should be examined in ascertaining the cost of listed 
stocks. 
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If securities owned by the company have been hypothecated such fact should 
be set forth in the balance-sheet. 

If the total market price of the securities is less than the total book value, 
a reserve should be set up in the balance-sheet, unless the difference is small. 


No. 4 (10 points): 
State fully the principles that would guide you in verifying the valuation of 
(1) raw materials, 
(2) work in process, 
(3) finished goods, 
in making a detailed audit of a manufacturing concern. Explain your reasons. 
Answer: 

In verifying the valuation of raw material, work-in-process, and finished- 
goods inventories, the principle of cost or market, whichever is lower, should be 
followed. The total cost or the total market, whichever is lower, should not 
be used, but the principle should be applied to each item appearing in the 
inventory. 

The larger items of raw material should be checked against the purchase in- 
voices to secure the cost of these materials. The market price may be obtained 
from market quotations or price lists, or from the latest invoices for similar 
quantities. A careful check of the inventory accounts should show those items 
with little activity and these should be questioned for obsolescence or unsala- 
bility. 

The valuation of the work-in-process and finished goods inventories will 
depend largely upon the reliability of the cost records, which should be checked 
carefully. The cost records should not be depended upon unless they form a 
part of the financial accounting system. The larger items in the work-in- 
process inventory should be broken down as to material, labor and factory over- 
head. Materials should be valued at cost or market, whichever is the lower; 
labor should be valued at cost unless a radical revision downward of labor rates 
has been recently put into effect, and the overhead charged must be reasonable. 
Overhead charges must not include any selling, administrative, or financial 
expenses, and must be distributed on an equitable basis. 

The finished-goods inventories should be valued by the same method as sug- 
gested in valuing the work-in-process inventories, if no price list or market 
quotations are available. The larger items of finished goods sold should be 
checked against sales invoices and a test made of the margin of profit on such 
sales. 

Goods out on consignment should also be valued at cost or market, whichever 
is lower, plus any cost incurred to the date of the inventory. 

No. 5 (10 points): 

Outline a programme for the audit of the first year’s operations of an invest- 
ment company of the type usually known as an ‘investment trust,’’ managed 
by a firm of investment bankers. 


Answer: 

If at all possible, the agreement, charter, etc., under which the ‘‘investment 
trust’ is operating should be examined before the date set for the count of the 
securities for the purpose of determining what class of securities may be pur- 
chased, what discretionary powers are granted in the purchase and sale of 
securities, and what other important powers may be given to the management. 
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A schedule should also be prepared from the securities ledger showing dates of 
purchases, descriptions, number of shares of stock or par value of bonds owned, 
the cost and market price, the securities hypothecated, with whom and for 
what purpose, interest earned, dividends received, etc. 

If possible, cash, negotiable instruments and securities on hand or in the 
vaults should be inspected and counted at the close of business on the balance- 
sheet date, and in any event should be kept under control until all have been 
verified, to prevent substitutions. The securities should be checked against 
the prepared schedule and those out for safe-keeping, delivery or collateral 
should be confirmed by direct correspondence. In his inspection of the securi- 
ties, the auditor should determine that the bond coupons which are due sub- 
sequent to the date of the examination are intact and that stock certificates are 
in the name of the company, or that they are endorsed or are accompanied 
by powers of attorney if in the names of individuals. 

Any cash on hand and in banks should be counted and reconciled. 

Purchase confirmations and brokers’ sales slips should be checked against 
the purchase and sales registers, the dates and prices being especially noted. 
The prices should be compared also with official price lists, and a test should 
be made of the commission and interest computations. 

Footings, cross-footings, and postings of the various records should be proven 
and checked. 

Receipts from sale of securities should be traced through the cash-receipts 
book to the bank statement. 

The dividend and interest record should be checked against the official list 
of dividends declared and interest paid and against the securities account to 
determine that all dividends and interest due the company for the period of 
ownership of the securities have been accounted for. 

The fixed-asset accounts should be analyzed with attention to the propriety 
of charges and the adequacy of reserves for depreciation. 

Expenses should be checked for authority and amount. Prepaid expenses, 
accruals, and other liabilities should be verified and confirmed. 

Confirmations should be secured from the trustee of the amount of bonds 
authorized and outstanding, and from the registrar or transfer agent, or both, 
of the amount of each class of stock authorized and outstanding. 


No. 6 (10 points): 

The C & D Manufacturing Co., Inc., engages you to audit its accounts for 
the year ended Dec. 31, 1928, and to certify its balance-sheet as at Dec. 31, 
1928, and its profit-and-loss statement for the year. 

What examination of the books and accounts prior to Jan. 1, 1928 would you 
consider necessary? 


Answer: 

If the books and accounts of the C & D Manufacturing Company were not 
audited prior to January 1, 1928, it will be necessary to make an examination 
prior to that date of the fixed assets and relative reserves for depreciation, 
investments, and deferred charges appearing on the books at December 31, 
1928. 

The fixed assets and reserves for depreciation should be verified from the in- 
ception of the business to ascertain that no expenses were capitalized, that all 
fully depreciated and discarded assets were written off, and that adequate 
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provision had been made for depreciation. If an appraisal had been made of 
these assets and is used as the basis of valuation, the auditor should verify 
the correctness of the entry expressing the appraised figures on the records and 
the subsequent additions. 

Any investments or deferred charges on hand at December 31, 1928, should 
be verified from the time in which they first appeared in the records and an 
analysis should be made of the capital stock and surplus accounts from the 
inception of the business. The prepaid expenses, accruals, reserves and inven- 
tory at January 1, 1928, should be verified to enable the auditor to certify the 
statement of profit and loss for the year ended December 31, 1928. 


No. 7 (10 points): 

While auditing the books of the E F Corporation you find an item of $5,000 
debited to notes-payable account; that it isa part payment on a note for $15,000 
signed by the president individually; that the proceeds of the note were used 
to purchase certain stocks for the corporation; and that the certificates for those 
stocks are in the name of the president personally. Against the loan of $15,000 
were pledged other securities (belonging to the corporation) of the book value 
of $20,000. The only entry of these transactions on the books of the corpora- 
tion is the $5,000 mentioned above. You note further that the president alone 
has access to the safe-deposit box containing the corporation’s securities. 

(a) What is your opinion of the liability of the corporation on this note? 

(b) What recommendations would you make? 


Answer: 

(a) As the note for $15,000 was signed by the president as an individual and 
not in his official capacity as president of the E F Corporation, he, as an in- 
dividual, is liable for the payment of the note. 

(b) The certificates of stock purchased for the corporation should be en- 
dorsed by the president, personally, sent to the transfer agent, and issued in 
the name of the corporation. The note payable for $15,000 on which a pay- 
ment of $5,000 had been made should be paid by the corporation, by cash or 
with its own note. 

No. 8 (10 points): 

In February, 1929, you are retained to audit the accounts of an investment 
company for the year 1928. You find that the accounts were audited for 1927 
by a certified public accountant, and you are asked to accept his list showin 
quantities and costs of securities owned at Dec. 31, 1927, making in your certif- 
icate whatever qualification seems desirable. You are furnished with a similar 
list of securities owned at Dec. 31, 1928, which you find to agree as to quantities 
with the securities on hand as examined by you, plus those hypothecated as 
collateral duly confirmed by the holders; and, as to total cost, with the balance 


of ‘securities owned”’ account in the general ledger. 
(a) Do you consider the foregoing a sufficient verification of the ‘‘ securities 


owned ”’ account? 
(b) If not, what additional verification would you consider necessary? 


Answer: 
In addition to the inspection and the checking of the securities on hand 


against the ledger account, the auditor should ascertain whether or not all 
securities which were purchased by the company and not sold are included in 
the securities-owned account. In his audit of the other accounts, especially 
the cash account, the proceeds from the sale of those securities which were on 
hand at December 31, 1927, and those subsequently purchased and sold prior 
to the date of his examination, should be traced through the cash-receipts 
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book to the bank statement. Disbursements made for the purchase of securi- 
ties should be traced to the securities-owned account and verified. 


No. 9 (10 points): 
What are the (a) advantages and (b) disadvantages of no-par stock? 


Answer: 
The advantages and disadvantages of no-par-value shares as compared with 
par-value stock may be listed as follows: 


Advantages: 

1. The par value as shown on a stock certificate is not a true indication of 
its real value. 

2. Par-value stock is more easily sold to the credulous buyer who may be 
convinced of his business sagacity and acumen in purchasing a $100 par-value 
certificate for any price less than that amount. 

3. Unless there is fraud in the consideration, a purchaser of no-par-value 
stock is relieved of any discount liability. 

4. No-par-value stock is an aid in securing new or additional capital inas- 
much as the stock may be sold at any price without incurring the burden of 
stock discount. 

5. In the use of no-par-value stock a company has less incentive to over- 
value its assets or to resort to the treasury stock subterfuge. 

6. In reorganizations no-par-value stock is readily adaptable to the exigencies 
which may arise. 

Disadvantages: 

1. In the past, some difficulty was encountered in the marketing of shares 
bearing no-par-value inscribed on the certificates, but this difficulty has since 
been overcome. 

2. Arbitrary bases are often used by some states in determining stock taxes, 
organization, operating and transfer fees of corporations with stock of no-par- 
value. 


No. 10 (10 points): 

When called in to check and approve the income-tax returns of the members 
of the firm M & L, you find the following conditions: 

Capital investment of each partner, $50,000. 

During the year M has drawn $4,500 and L, $6,500, as salaries in accordance 
with the partnership agreement. 

Including these salaries as expense, the firm’s books show a loss of $11,000 
for the year, but as partners’ salaries are not a deductible expense it is admitted 
that for income-tax purposes there has been neither loss nor gain. 

As the partners share equally in gains or losses, they write the word ‘‘none’ 
under income from partnerships on their individual returns. 

(a) Are they correct? 

(b) If not, state what net income or loss should be returned for this item by 
each partner and explain how you reach your conclusions. 


Answer: 

While it is true that the partnership had no profit or loss for the year after 
deducting salaries, ‘‘M’’ as an individual should report a deductible loss of 
$1,000 and ‘‘L”’ a gain of $1,000 from partnership. 

If instead of drawing the salaries for the year the partners had been credited 
with $4,500 and $6,500, respectively, and had been charged equally with a share 
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of the loss after providing for the salaries as an expense, the partners’ capital 
accounts would have shown a credit of $49,000 for ‘‘M” and $51,000 for ‘‘L,”’ 
as shown in the following statement: 








Particulars “_” “%" Together 
Ie ary oa le anead coke sas $50,000 $50,000 $100,000 
EE a er ee 4,500 6,500 11,000 

RT tenet, init ch atl giilatat baled $54,500 $56,500 $111,000 
ee A er 5,500 5,500 11,000 
POE GING GE FO so occ ncicccedcscves $49,000 $51,000 $100,000 








The decrease in the investment of ‘‘M_”’ is a deductible loss and the increase 
in the investment of ‘‘L”’ is taxable income. It has been held (8 B. T. A. 914) 
that partnership profits may be distributed in whatever proportions determined 
by the partnership agreement, and further that salaries agreed upon by the 
partners is a determination of a basis for dividing profits. 
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Accounting Questions 


[The questions and answers which appear in this section of THE JOURNAL OF 
ACCOUNTANCY have been received from the bureau of information conducted 
by the American Institute of Accountants. The questions have been asked 
and answered by practising accountants and are published here for general in- 
formation. The executive committee of the American Institute of Accountants, 
in authorizing the publication of this matter, distinctly disclaims any re- 
sponsibility for the views expressed. The answers given by those who reply are 
purely personal opinions. They are not in any sense an expression of the In- 
stitute nor of any committee of the Institute, but they are of value because 
they indicate the opinions held by competent members of the profession. The 
fact that many differences of opinion are expressed indicates the personal nature 
of the answers. The questions and answers selected for publication are those 
believed to be of general interest.— Epitor.]| 


INSTALMENT NOTES 


Question. A corporation sells its product for a down payment and monthly 
notes covering from six to twenty-four payments. The corporation sells the 
notes to an acceptance company. The agreement with the acceptance com- 
pany is in the form of a letter from the corporation, and is in part as follows: 

“The notes to be endorsed by us without recourse. 

“Should any debtor return any equipment, or should you deem it necessary 
to repossess any equipment, we will upon request, either: 


A. “At our own expense, legally and physically repossess and remove 
such equipment from you, paying you cash therefor within sixty-one (61) 
days after your said request, in an amount equal to your remaining invest- 
ment and all the unpaid notes relating to such equipment, with all accrued 
interest and charges on such instalments to the date of the payment, and 
will accept possession and delivery of such equipment wherever it may be 
and in whatever condition it may be, or 

B. ‘‘At our option, we will repurchase from you all such unpaid in- 
stalments at the amount of your remaining investment therein, and 
accrued interest and charges thereon, and pay you therefor at your office 
within sixty-one (61) days after the date of your request above men- 
tioned.”’ 


Should any contingent liability be recorded on the balance-sheet, and if so in 
what form? 

Is the contingent liability governed by the form of endorsement on the notes 
or by the agreement? 

* * + * * 

Assume that the discount company’s bank objects to the endorsement with- 
out recourse, and that the notes are sold with the ordinary unrestricted en- 
dorsement. 

How should the contingent liability be expressed on the balance-sheet? 

Is there any authority or justification for stating the contingent liability at 
an amount determined by taking a percentage of the total notes under discount 
at a given date? Said percentage is to be determined by the amount of notes 
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returned by the discount company compared with the total of notes sold to 
them, over a period of five years. 

Answer. (1) The contingent liability should unquestionably be recorded 
on the balance-sheet in respect of the unpaid and unmatured instalment notes. 
The wording should be somewhat as follows: 

CONTINGENT LIABILITY 
In respect of unpaid and unmatured instalment notes aggregating 
a oe , and accrued interest and charges thereon, subject to amount 


recoverable through re-possession and sale of equipment, and amount of 
reserve for losses through re-possession stated above at $......... 


(2) The contingent liability is governed by the terms of the agreement which 
annuls the effect of the restricted endorsement. 

(3) In the event that the discount company’s bank insists that the notes be 
sold with the ordinary unrestricted endorsement, the amount of the contingent 
liability would not be changed and it should be expressed in the same manner as 
indicated in the answer to question No. 1. 

(4) There is no authority or justification for stating the amount of the 
contingent liability at an amount less than the maximum thereof. 

While not stated in the question submitted, it is presumed that a reserve for 
losses through re-possession, based upon experience, will be set up in determin- 
ing the financial position of the company. Hence, this reserve partly offsets 
the amount of the contingent liability and this fact has therefore been incorpo- 
rated in the notation for insertion on the face of the balance-sheet outlined 
above in the answer to question No. 1. 

Answer. It would seem to us that the corporation which sold its notes to the 
acceptance company would have a contingent liability for the entire amount of 
notes outstanding even though the notes were endorsed “ without recourse,” 
because of the agreement contained in the letter whereby the corporation agrees 
to make good any unpaid notes within sixty-one days after request by the 
acceptance company. The amount of the contingent liability would be based 
on a statement from the acceptance company as to the amount of notes out- 
standing and unpaid. The contingent liability, in this instance, is governed by 
the agreement. 

Should the notes be sold with the ordinary unrestricted endorsement, the 
same contingent liability would exist, but, in this case, the liability would be 
governed both by the endorsement and by the agreement. 

The contingent liability should be expressed by a footnote on the balance- 
sheet. 


PREMIUM BONDS 


Question. A corporation has sold through underwriters a mortgage bond issue 
of $500,000. The indenture provides for annual retirement of $10,000 of bonds 
at $105 and creates a reserve annually to provide for the premium obligation. 

The corporation has purchased in the open market $75,000 of its bonds at 
$95. To do so it has been necessary to borrow an equal amount at the bank 
and has pledged as security against the loan the $75,000 of bonds in question. 
Barring unforeseen circumstances, the corporation has decided not to resell the 
bonds purchased but they must, of course, be kept alive inasmuch as they are 
“hocked”’ to secure a loan. 
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Should the bonds so purchased be carried at cost or par? 

In any event, isn’t there an immediate realization of a five point profit on 
each bond and should it not be reflected in profits at the time of purchase? 

Inasmuch as the bank loan is a current liability, shouldn’t pledged bonds be 
carried as a current asset? 

Until the bonds are canceled there is the legal obligation to the trustees that 
an adequate reserve be created annually to provide for the premium factor at 
date of actual redemption. This is now being done and it applies also to bonds 
purchased. So much of the reserve applicable to the bonds purchased is, how- 
ever, ineffective and consequently sets up an over-stated liability. 

What entry, if any, is required to equalize the bond premium liability that in 
effect is canceled when the bonds are purchased? 

Bear in mind the legal necessity for carrying the reserve provisions until it 
has been proved to the satisfaction of the trustees that the bonds so purchased 
have actually been canceled. 

Answer. If it were the intention of the corporation to resell these bonds, 
and if their repurchase had been actuated by the expectation of the management 
that the market value of these bonds would go up and allow the corporation to 
resell them at a profit, then the corporation should be permitted to carry these 
bonds as a current asset during the period that it is holding them for resale. 

The foregoing statement assumes, of course, that there is an active market for 
the bonds. If the bonds were purchased for resale they should be carried on the 
balance-sheet at their cost price of $95. 

In the situation in question, however, it is stated that the bonds were not 
purchased for resale, but were purchased with a view to their eventual retire- 
ment. In this event, as we see it, the situation is altogether different. The 
corporation has incurred a current liability of $71,250 (95% of $75,000) and 
has, in effect, retired a funded obligation of $75,000. In stating these trans- 
actions on the balance-sheet the total bonds actually outstanding should be 
shown and there should be deducted therefrom at their principal amount the 
$75,000 of bonds repurchased for retirement. 

In this event the five point discount received should be applied first of all to 
wiping out the unamortized discount, if any, relating to these $75,000 of bonds 
in question. If the unamortized discount is in excess of the five point discount 
received, this difference should be written off. 


ADVERTISING EXPENSE AND GOODWILL 


Question. Is it a practice among large industrial and manufacturing cor- 
porations to charge any or all of their advertising expense to goodwill? We 
appreciate that the advertising is commonly charged as an item of sales ex- 
pense. There may be other cases, however, where the advertising is not de- 
signed primarily to affect immediate sales but rather to establish in public 
consciousness the remembrance of a trademark or the broad goodwill of the 
corporation. 

Moody’s Manuai shows that several large manufacturers carry the item of 
goodwill in their statements. The tendency is to write this down from year to 
year. In the start, however, goodwill must have had a definite meaning, and 
some definite items and elements must have entered into it. Advertising quite 
likely might be one of them. 
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We think this is quite an interesting problem in accountancy and any in- 
formation you can give us will be gladly received. 

Answer. I have gone into this question at some length among the members 
of our organization and do not find that any of them have found an actual case 
in their experience where the amount expended for advertising was charged to 
goodwill. 

I agree with the inquirer that his question brings up a very interesting prob- 
lem in accountancy. Unquestionably in many cases advertising which is de- 
signed ‘‘to establish in public consciousness the remembrance of a trademark 
or the broad goodwill of the corporation’’ does actually create goodwill. On 
the other hand, there have been some cases where extensive advertising cam- 
paigns intended to create goodwill were not effective or where they have had a 
detrimental effect. In any event it seems to me that in no case can we say that } 
the amount of money expended for so-called “institutional” advertising 
is a dependably fair measure of the goodwill created by such advertising. Since 
advertising may not create goodwill and since the cost of advertising is by no 
means a dependable measure of the value of the goodwill which may be 
created, it seems to me that charging such expenditures to goodwill would be an 
accountancy practice not to be recommended. 

Aside from any strictly accounting theories on the matter, the effect of treat- , 
ment of advertising expense from an income-tax viewpoint is often of great 
practical importance. The twelfth line of article 121 of regulations 74 men- 
tions “advertising’’ as one of the business expenses which is deductible from 
gross income in computing net income. 

In the case of Colonial Ice Cream Company, petitioner, vs. Commissioner of 
Internal Revenue, respondent, docket No. 8354, it was held in effect that there 
should not be allowed to the taxpayer as a deduction in 1921 a portion of ad- 
vertising expense paid or incurred in 1920. Some of the reasoning in the 
opinion on this case is very interesting. It is admitted apparently that the 
benefits from the advertising campaign continued through subsequent years, 
but apparently the difficulty of segregating the cost of the advertising cam- 
paign as to that applicable against income for 1920 and that properly applicable 
against income of future years was so great that an arbitrary basis was adopted 
and no satisfactory proof as to the propriety of this basis was submitted. 

To attempt to go into all of the income-tax phases of this question would 
hardly be practicable and would probably serve no useful purpose here. It ) 
seems likely, however, that concerns operating at a high enough rate of profit so 
that they may be known for a certainty to have a valuable goodwill, have been 
influenced and will be influenced, in connection with any decision as to capital- 
izing (under any heading) their advertising expenses, by the fact that such ex- 
penses are deductible for income-tax purposes in the year in which they are 
paid or incurred. { 

Answer. To the best of our knowledge, it is not the practice among large in- : 
dustrial and manufacturing corporations to charge any or all of their advertis- l 
ing expenses to goodwill. Moreover, we would not be disposed to sanction 
such a practice. It may be proper under certain conditions for a business to 
write off advertising expenditures over a period of more than one year, but it 
does not follow that they should be permanently or even semi-permanently 
capitalized. 
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